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PREFACE 


This  booklet  contains  reprints  of  the  Final  Examinations,  along 
with  Suggested  Solutions,  in  all  the  courses  offered  by  the 
Certified  General  Accountants'  Association  for  the  Academic 
Year  In  most  cases,  the  Examiner  has  provided  comments  on  the 
undergraduates'  performance  in  order  to  emphasize  the  areas  in 
which  the  students  appeared  to  have  the  most  difficulties,  or 
have  performed  well. 

The  purpose  of  publishing  these  Final  Examinations  and  Sug¬ 
gested  Solutions  is  to  give  the  undergraduates  an  indication  of 
the  degree  of  complexity  of  the  examinations.  In  no  way  are 

these  examinations  intended  as  an  indication  of  the  total  body  of 
knowledge  that  a  student  is  expected  to  have  mastered  for  the 
applicable  course. 

The  users  of  this  booklet  should  realize  that  certain  types  of 
questions  may  not  be  applicable  to  their  current  courses  because 
of  changes  in  course  content.  In  many  cases,  particularly  in  the 
Income  Tax  and  Law  courses,  the  Suggested  Solutions  to  some 
questions  and  references  to  texts,  lesson  notes  or  statutes  will  be 
applicable  only  in  the  year  published  because  of  subsequent 
changes  to  these  course  materials  or  to  the  relevant  statutes. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


Marks 

9  Q. 

10  Q. 


ACCOUNTING  101  EXAMINATION 
December,  1980 


Time:  3  Hours 


1  In  a  few  sentences  distinguish  clearly 

(a)  Stock  Dividend 

(b)  Stock  Split 

(c)  Appropriation  of  Retained  Eamings 

2  Below  are  listed  seven  accounting  concepts  or  principles  followed  by  a  list  of  five  business 
transactions  and  related  accounting  treatment. 

(a)  Conservatism  principle 

(b)  Materiality  principle 

(c)  Business  entity  concept 

(d)  Consistency  principle 

(e)  Matching  principle 
(0  Cost  principle 

(g)  Going  concern  concept 

1 .  A  partner  paid  for  his  personal  automobile  from  the  firm’s  bank  account.  This  cost  was 
charged  to  the  partner’s  drawing  account. 

2.  A  piece  of  equipment  is  appraised  at  a  value  much  higher  than  original  cost..  However,  the 
firm  continues  to  carry  the  item  in  the  books  at  historical  cost  minus  accumulated 
depreciation. 

3.  Three  years  rent  paid  in  advance  is  not  all  charged  to  expense  in  the  year  of  payment. 

4.  A  letter  opener  costing  $10.00  but  expected  to  last  five  years  is  charged  to  expense  in  the 
year  of  payment  rather  than  to  a  depreciable  asset  account. 

5.  A  firm  continues  to  use  straight-line  depreciation  even  though  some  years  switching  to  an 
accelerated  method  would  be  advantageous. 

Required: 

In  your  examination  booklet,  match  the  appropriate  concept  or  principles  observed  by 
indicating  a,  b,  c,  etc.  next  to  the  number  for  each  of  the  five  incidences. 
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9  Q.  3  Sunshine  Retailer’s,  a  men’s  wear  store,  have  completed  the  work  of  the  accounting  cycle  for 
the  year  ended  December  31 ,  1979,  up  to  the  adjusting  entries.  Data  available  to  you  are  as 
follows: 


(2)  (a)  Sunshine  rents  one-half  of  their  building  to  Jackson  Ladies  Wear  Ltd.  Rent  is  $800.00  per 

month  payable  six  months  in  advance,  each  September  1  and  March  1.  The  latest  rent 
collection  credited  to  Rental  Income  was  on  September  1 ,  1979. 

(3p  (b)  Delivery  equipment  which  cost  $24,000.00  was  being  used  by  the  company.  Useful  life  of 

the  equipment  was  estimated  at  five  years.  Estimated  residual  value  was  estimated  at 
$4,000.00.  Assume  depreciation  for  a  full  year. 

(2)  (c)  Sunshine  operates  an  alteration  service  for  its  customers.  In  addition  they  do  work  for 

Jackson.  At  December  31,  1979,  Jackson  had  not  paid  for  alterations  completed  of 
$650.00.  This  amount  had  not  been  recorded  as  Alteration  Shop  Revenue. 

(2)  (d)  On  July  1 ,  1979,  a  three  year  insurance  premium  for  $3,600.00  was  paid.  The  debit  was  to 

Prepaid  Insurance. 

Required: 


Record  the  adjusting  entry  for  each  of  the  above  situations.  Omit  narratives. 

14  Q.  4  The  Carter  Company  has  just  received  the  November  30,  1979,  bank  statement  which  is 
summarized  as  follows: 


Cheques 

Deposits 

Balance 

Balance  November,  1979 

10,200 

Deposits  recorded  during  November 

54,000 

64,200 

Cheques  cleared  during  November 

54,600 

9,600 

N .  S .  F .  Cheq  ue  —  Richards 

100 

9,500 

Bank  Service  Charge 

20 

9,520 

Balance  November  30,  1979 

9,520 

Cash  on  hand  on  November  1  and  November  30  amounted  to  $400.00.  The  Bank  account  in 
the  ledger  for  November  was  as  follows: 


(10) 

(2) 

(1) 

(1) 


Bank 

November  1  Bal.  10,600  November  cheques  56,000 

November  Deposits  59,000 

Required: 

(a)  Reconcile  the  Bank  account.  (You  may  find  an  error  made  either  by  the  bank  or  by  the 
company.) 

(b)  Record  journal  entries  required  on  basis  of  (a)  above. 

(c)  What  should  be  the  balance  in  the  Cash  account  after  the  reconciliation  entries? 

(d)  What  amount  of  cash  should  be  reported  on  the  November  30  balance  sheet? 
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14  Q.  5  Selected  account  balances  relating  to  the  operations  of  John  Smith  Industries  for  the  month  of 
January  are  shown  below: 


Dr. 

Cr. 

Merchandise  Inventory,  January  1 

$  18,000 

Sales 

$100,000 

Sales  Returns  and  Allowances 

500 

Sales  Discounts 

1,000 

Purchases 

60,000 

Purchase  Returns  &  Allowances 

300 

Freight-in 

800 

Miscellaneous  Expenses 

15,000 

Depreciation  Expense-Store 

5,000 

Store 

50,000 

Accumulated  Depreciation-Store 

20,000 

$150,300 

$120,300 

John  Smith,  Capital  January  1 

30,000 

$150,300 

$150,300 

Additional  Information: 

Merchandise  inventory  January  31  cost  $20,000. 

Required: 

Prepare  the  necessary  closing  entries. 
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Q.  6  The  Renfrew  Corporation  Ltd.  was  organized  January  2,  1979,  and  authorized  to  issue  45.000 
shares  of  no-par  value  common  stock.  In  addition,  20,000  shares  of  $100  par  value,  10% 
cumulative  non-participating  preferred  stock  were  authorized.  Subsequent  transactions  during 
the  year  1979  are  listed  below: 

Jan.  2  Promoters  were  given  2,000  shares  of  no-par  value  common  stock  in  payment 

for  their  services,  valued  at  $20,000. 

Jan.  10  Received  subscriptions  for  10,000  no-par  common  shares  at  $12  per  share. 

One  half  of  the  subscription  amount  was  received  as  a  cash  down  payment. 

March  15  The  balance  of  the  no-par  subscription  was  collected  and  the  shares  were 
issued  this  date. 


April  1  Subscriptions  were  received  for  5.000  of  the  preferred  shares  at  1 10.  There 

was  no  down  payment. 

April  30  Cash  was  collected  for  5,000  shares  of  the  preferred  subscription  and  5,000 

shares  were  issued. 


June  30  Land  valued  at  $32,000  and  a  building  valued  at  $40,000  were  received  in 

exchange  for  6,000  of  the  no  par  value  common  shares.  The  shares  were 
immediately  issued.  The  building  was  estimated  to  have  a  useful  life  of  18 
years  from  this  date,  with  $4,000  remaining  salvage  value.  The  company  uses 
straight-line  depreciation  for  financial  statement  purposes. 

Dec.  15  The  board  declared  a  regular  10%  cash  dividend  on  preferred  stock  and  a  $1 

per  share  cash  dividend  on  all  common  shares  outstanding. 

Dec.  3 1  The  income  summary  account  contained  a  balance  of  $250,000  after  record¬ 

ing  all  revenues  and  expenses. 

Required: 


Provide  journal  entries  to  record  the  above  transactions.  Narratives  not  required. 
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Q.  7  The  Imperial  Corporation  has  $500,000  par  value  8%  convertible  and  redeemable  bonds 
outstanding.  They  are  due  December  31,  1984,  and  pay  interest  every  June  30  and  December 
3 1 .  Each  $  1 ,000  par  value  bond  can  be  converted  into  38,  $20  par  value  Imperial  common 
shares.  The  bonds  were  issued  to  yield  10%  per  annum  (compounded  semi-annually).  The 
corporation  uses  the  “interest’’  method  of  amortizing  any  premium  or  discount. 

On  January  1,  1980,  the  bonds  have  a  carrying  value  of  $459,400.  On  July  1,  1980,  half  the 
bondholders  convert  their  bonds  into  common  shares  and  the  other  half  are  redeemed  at  102 
and  cancelled. 


Required: 


Prepare  journal  entries  to  record; 

(a)  the  interest  payment  on  June  30,  1980, 

(b)  the  bond  conversion  on  July  1 ,  1980, 

(c)  the  bond  redemption  on  July  1,  1980, 

(d)  the  closing  of  the  books  for  the  year  ended  December  31,  1980. 


14  Q.  8  Companies  A  and  B  are  identical  in  almost  every  respect.  Both  began  business  January  2, 
1980.  Both  had  equipment  costing  $80,000  with  a  ten  year  life  expectancy  and  no  salvage 
value.  No  additions  were  made  to  the  equipment  account  during  1980.  Both  purchased 
merchandise  as  follows: 


January  5 
March  15 
June  13 
October  15 
December  15 


400 

units 

@ 

$25.00 

per 

unit 

1200 

units 

@ 

$24.00 

per 

unit 

800 

units 

@ 

$27.00 

per 

unit 

800 

units 

@ 

$28.00 

per 

unit 

400 

units 

@ 

$30.00 

per 

unit 

On  December  31  their  year  end,  before  depreciation  was  recorded,  the  ledgers  included  the 
following  items: 


Company  A 


Company  B 


Sales 

Salaries  Expense 
Rental  Expense 
Other  Expenses 


$150,000 

14,000 

5,000 

600 


$150,000 

14,000 

5,000 

600 


At  year  end  Company  A  decided  to  depreciate  its  equipment  using  the  declining  balance 
method  at  twice  the  straight-line  rate,  while  Company  B  chose  straight-line  depreciation.  In 
addition,  Company  A  priced  its  440  units  of  ending  inventory  on  a  LIFO  basis  whereas 
Company  B  used  FIFO  for  its  440  unit  inventory. 


Required: 


(10)  (a) 

(4)  (b) 


Prepare  a  combined  Income  Statement  for  A  and  B  showing  side  by  side  the  results  for 
1980,  for  each  company. 

Show  your  calculations  of  the  inventory  as  a  footnote  to  the  statement. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


Specific 

Q.l  This  question  presented  some  difficulty  in  the  (a)  section.  Many  candidates  when  explaining  a  stock 

dividend  explained  a  cash  dividend.  Other  than  that,  the  question  was  quite  well  handled. 

Q.2  No  problems. 

Q.3  In  this  question,  many  candidates  tended  to  reverse  account  titles,  placing  the  debit  entry  as  a  credit  and 

vice-versa.  The  unearned  income  entry  seemed  to  cause  the  most  problem. 

Q.4  Most  candidates  received  full  or  near  full  marks  for  this  question.  Marks  were  generally  lost  for 

improper  handling  of  petty  cash  or  failure  to  complete  the  requirements  of  the  question. 

Q.5  Many  candidates  performed  only  part  of  the  required  entries.  Others  presented  an  income  statement 

with  no  entries  and,  of  course,  lost  all  the  marks. 

Q.6  Candidates  did  very  well  with  this  question.  A  few  misused  titles  of  the  accounts.  Many  candidates  used 

Accounts  Receivable  instead  of  Subscriptions  Receivable. 

Q.l  This  was  the  poorest  handled  question  on  the  paper.  Candidates  still  displayed  difficulty  with  the 

interest  method  of  amortization  concept.  Some  do  not  understand  terminology,  i.e.,  Bonds  were  selling 
at  102  was  misunderstood.  It  is  felt  that  the  calibre  of  the  answers  for  this  type  of  question  had  improved 
over  past  exams  and  many  perfect  marks  were  recorded. 

Q.8  Many  handled  this  well.  Those  who  did  not,  mishandled  inventory  valuation,  depreciation  or  both. 

Generally  the  footnoting  was  not  particularly  good. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
December,  1980 
SUGGESTED  SOUUTIONS 


Marks 


Time:  3  Hours 


9  Q.  1  (a)  Stock  Dividend  —  A  stock  dividend  is  a  distribution  by  a  corporation  of  shares  of  its  own 

common  stock  to  shareholders  without  any  consideration  being  given  in  return  therefor.  A 
clear  distinction  should  be  made  between  a  cash  dividend  and  a  stock  dividend.  Shares 
rather  than  cash  are  distributed.  The  stock  dividend  has  no  effect  on  assets,  total  capital  or 
the  amount  of  shareholders'  equity. 

(b)  Stock  Split  —  Occasionally  a  corporation  will  issue  two,  three,  four  or  more  new  shares  in 
place  of  each  old  share  previously  outstanding.  Such  action  by  a  corporation  is  known  as 
splitting  the  stock.  A  corporation  usually  splits  its  stock  to  bring  it  into  a  desirable  trading 
range.  The  stock  split  has  no  effect  on  total  shareholders’  equity,  the  equity  of  individual 
shareholders  or  on  the  balances  of  any  of  the  shareholders’  equity  accounts.  The  only 
change  is  in  the  number  of  outstanding  shares. 

(c)  Occasionally  corporations  subdivide  the  retained  earnings  account  into  two  or  more 
accounts.  The  Retained  Earnings  is  debited  and  Retained  Earnings  Appropriated  (the 
reason  for  the  appropriation)  is  credited.  Such  appropriations  have  no  effect  on  the  assets, 
liabilities  or  the  total  shareholders’  equity.  The  appropriation  still  remains  part  of  retained 
earnings. 


10  Q.  2  1.  (c) 

2.  (f)or(g) 

3.  (e) 

4.  (b) 

5.  (d) 


9  Q.  3  (a)  Rental  Income 

Unearned  Rental  Income 
To  record  two  months  prepaid  rent. 
(800  x  2) 


(b)  Depreciation  Expense  —  Delivery  Equipment 

Accumulated  Depreciation  delivery  equipment 
To  record  depreciation  for  year. 

(24,000  -  4,000)  -r  5  =  4,000  p.a. 


(c)  Accounts  Receivable 

Alteration  Shop  Revenue 


(d)  Insurance  Expense 
Prepaid  Insurance 


1,600 


4,000 


650 

600 


1,600 


4,000 


650 

600 
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14  Q.  4  (a)  The  Carter  Company 

Bank  Reconciliation  November  30,  1979 

Balance  per  Cash  Account  $13,600 

Deductions: 

Bank  Service  Charge  $  20 

N.S.F.  cheque  Richards  100  120 

(10)  Corrected  cash  balance  $13,480 


Balance  per  Bank  Statement  $  9,520 

Additions: 

Cash  on  hand  $  400 

Deposit  in  transit  5.000  5,400 

$14,920 

Deductions: 

Cheques  Outstanding  1 ,400 

$13,520 

Deduct  error  in  bank  statement  40 

Corrected  bank  balance  $13,480 


(2)  (b)  Bank  Service  Charge  Expense  20 

Cash  20 

Accounts  Receivable  —  Richards  1 00 

Cash  1 00 

(1)  (c)  $13,480  —  Same  as  corrected  balance  on  reconciliation. 

(1)  (d)  $13,480  —  Same  as  corrected  balance  on  reconciliation. 

14  Q.  5  Income  Summary  100,300 

(8)  Merchandise  inventory  January  1  18,000 

Sales  Returns  &  Allowances  500 

Sales  Discounts  1 ,000 

Purchases  60,000 

Freight-in  800 

Miscellaneous  Expenses  1 5,000 

Depreciation  Expense  —  Store  5,000 

(4)  Merchandise  Inventory  January  31  20,000 

Sales  100,000 

Purchase  Returns  &  Allowances  300 

Income  Summary  120,300 

(2)  Income  Summary  20,000 

John  Smith,  Capital  20,000 
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14  Q.  6  Jan.  2  Organization  Costs 

Common  Stock  n.p.v. 

Jan.  10  Subscriptions  Receivable  n.p.v. 

Common  Stock  Subscribed  n.p.v. 

Cash 

Subscriptions  Receivable  n.p.v. 


Mar.  15  Cash 

Subscriptions  Receivable  n.p.v. 


Common  Stock  Subscribed  n.p.v. 
Common  Stock  n.p.v. 

April  1  Subscriptions  Receivable  Pfd. 

Preferred  Stock  Subscribed 
Premium  on  Preferred  Stock 


April  30  Cash 

Subscriptions  Receivable 

Preferred  Stock  Subscribed 
Preferred  Stock 


June  30  Land 

Building 

Common  Stock  n.p.v. 

Dec.  15  Dividends  —  Preferred 

Dividends  —  Common 
Dividends  Payable 


Dec.  31  Income  Summary 

Retained  Earnings 


16  Q.  7  (a)  Interest  Expense 

Bond  Discount 
Cash 

(b)  Bonds  Payable 
Discount 

Common  Shares  (par) 
Premium  on  Common  Shares 


(c)  Bonds  Payable 

Discount 

Cash 

Loss  on  retirement 

(d)  Income  Summary 

Interest  Expense 
Loss  on  Retirement 


20,000 

120,000 

60,000 

60,000 

120,000 

550.000 

550,000 

500,000 

32,000 

40,000 

50,000 

18,000 

250,000 

22,970 

250,000 

250,000 

23,815 

46,785 


S101D80 


20,000 

120,000 

60,000 

60,000 

120,000 

500,000 

50,000 

550.000 

500,000 

72,000 

68,000 

250,000 

2,970 

20,000 

18,815 

190,000 

41,185 

18.815 
255,000 

22,970 

23.815 
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14  Q.  8  (a) 


Companies  A  and  B 

Income  Statements  For  Year  Ended  December  31,  1980 


Company  A 

Company  B 

Sales 

$150,000 

$150,000 

Cost  of  Goods  Sold 

Purchases 

$94,800 

$94,800 

Deduct  ending  inventory* 

Cost  of  Goods  Sold 

10,960 

83,840 

13,120 

81,680 

Gross  profit  on  Sales 

Operating  expenses 

$  66,160 

$ 

68,320 

Sales  Salaries  Expense 

$14,000 

$14,000 

Rental  Expense 

5,000 

5,000 

Depreciation  Expense 

16,000 

8,000 

Other  Expenses 

600 

600 

Total  Operating  Expenses 

35,600 

27,600 

Net  Income 

$30,560 

$ 

40,720 

’Calculation  of  Ending  Inventory 

Company  A  —  LIFO 

Jan.  5  400  units  @  $25  =$10,000 

Mar.  15  40  units  @  $24  =  960 

440  $10,960 


Company  B  —  FIFO 

Dec.  15  400  units  @$30  =$12,000 

Oct.  15  40  units  @  $28  =  1 , 1 20 

440  $13,120 


100 


END  OF  SOLUTIONS 


S101D80 
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CAN  ADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
March,  1981 


Marks 


Time:3  Hours 


Q.  1  The  ALL  Credit  Sales  Company  recognizes  revenues  at  the  time  of  delivery.  Uncollectible 
Accounts  Receivable  are  expected  to  average  1%  of  sales.  The  information  below  is  for  the 
year  ending  December  3 1 ,  198A 


Accounts  receivable,  January  1,  198A  $250,000 

Allowance  for  doubtful  accounts,  January  1,  198A  12,500 

Collection  of  accounts  receivable  during  the  year  900,000 

Write-offs  of  uncollectible  accounts  9  000 

Accounts  receivable.  December  31 ,  198A  23o'ooO 

Bad  debt  recoveries  during  the  year  600 


Required: 


Prepare  the  adjusting  entry  as  of  December  31.1 98A.  to  the  Allowance  for  Doubtful  Accounts 
account.  Show  computations  of  sales  amount . 

9  Q.  2  During  1979,  the  records  of  the  Redgrave  Trading  Company  show  the  following  data  about 
Item  A: 


Balance  on  January  I 


200  units  @$10  per  unit 


Purchases 

Purchase  Price 

Sales 

Units 

Per  Unit 

Units 

Jan.  12 
Feb.  1 

100 

$1 1 

200 

Apr.  16 
May  1 

200 

12 

100 

July  15 
Nov.  10 

100 

14 

100 

Dec.  5 

200 

600 

17 

400 

The  selling  price  of  Item  A  was  $15  per  unit  throughout  1979. 

Required: 

(a)  Compute  the  cost  of  the  ending  inventory  under  the  FIFO  method  when  a  periodic 
inventory  system  is  followed. 

(b)  Compute  the  cost  of  the  ending  inventory  under  the  LIFO  method  when  periodic  inventory 
records  are  maintained. 

(c)  Assume  the  sale  of  February  1  was  on  credit  to  customer  B,  that  perpetual  inventory 
records  were  maintained  and  cost  per  unit  sold  was  $  10  each.  Prepare  the  required  journal 
entry  or  entries  to  record  the  sale  and  the  cost  of  goods  sold  on  February  1 .  (Omit 
narratives.) 


Page  1  of  6 
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12  Q.  3  In  January,  1977,  General  Mines  Ltd.  paid  $400,000  for  a  mineral  deposit.  During  February, 
1977,  $80,000  was  spent  in  preparing  the  deposit  for  the  actual  mining.  It  was  estimated  that 
800,000  tons  should  be  mined  economically.  During  1977,  24,000  tons  were  actually  mined. 
During  January,  1978,  another  $34,400  was  spent  on  additional  development  work.  After  this 
was  done  the  estimated  recovery  was  increased  to  1 ,000,000  tons  over  the  remaining  life  of  the 
mine.  By  the  end  of  1978  60,000  tons  had  been  extracted  during  the  year. 

Required: 


Give  the  journal  entry  for  the  following  dates: 


16 


(1) 

(1) 

(4) 

(2) 

(4) 

Q.4 


(i)  January,  1977,  for  acquisition  of  the  deposit. 

(ii)  February,  1977,  for  developmental  costs. 

(iii)  Year  1 977  for  depletion  —  show  calculations. 

(iv)  January,  1978,  for  developmental  costs. 

(v)  Year  1978  for  depletion  —  show  calculations. 

Canadian  Stapling  Machine  Co.  Ltd.  issued  $400,000  of  6%  10  year  bonds  on  June  1 ,1979. 
The  bonds  were  dated  April  1 ,  1979.  The  proceeds  to  the  company  including  accrued  interest 
totalled  $385,120.  Assume  that  the  Ace  Investment  Company  purchased  ten  percent  of  the 
issue.  Interest  payments  are  made  April  1  and  October  1 .  Use  straight-line  method.  The  fiscal 
year  end  for  both  companies  is  December  3 1 . 


Required: 


(11)  (a)  Entries  on  the  books  of  Canadian  Stapling  Machine  Co.  for  June  1 ,  1979,  October  1 ,  1979. 

December  31,  1979,  and  April  1,  1980. 

(5)  (b)  Entries  on  the  books  of  Ace  Investment  Company  for  June  1,  1979.  October  1,  1979, 

December  31,  1979,  and  April  1,  1980. 


EI0IM8I 
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Q.  5  Red.  White  andBlue  have  decided  to  wind-up  their  partnership  as  of  January  ],  1 980.  Below  is 
their  partially  closed  trial  balance  as  at  December  31,1 979 


Cash 

Other  Assets 
Accounts  Payable 
Loan  from  White 
Red  Capital 
White  Capital 
Blue  Capital 

Income  Summary  (for  1979) 


Dr. 

$  80,000 
420,000 


80,000 

$580,000 


Cr. 


$324,000 

16,000 

160,000 

60,000 

20.000 


$580,000 


Additional  Information: 

(a)  The  partners  share  partnership  earnings  by  allowing  annual  salaries  of  $40,000,  $20,000 
and  $16,000  (Red.  White  and  Blue  respectively)  and  any  residual  balance  in  the  3:2:1 
(Red,  White  and  Blue)  ratio.  Any  liquidation  gains  and  losses  are  to  be  shared  only  in  this 
“residual  ratio”  of  3:2: 1 . 

(b)  The  capital  accounts  as  stated  in  the  above  trial  balance  reflect  Red’s  $20,000  additional 
investment  made  during  1979  and  the  1979  partner  drawings  of  $16,000,  $12,000  and 
$12,000  (Red,  White  and  Blue  respectively). 

(c)  On  January  1 ,  1980,  the  “Other  Assets”  of  the  partnership  were  sold  for  $300,000. 

(d)  The  partners  have  invested  all  their  personal  assets  in  this  business.  To  the  extent  possible, 
partners’  loans  should  be  used  to  cover  any  deficits. 

Required: 

(6)  (a)  Prepare  the  journal  entry  to  close  the  1979  income  summary  account. 

(10)  (b)  Prepare  the  journal  entries  required  to  liquidate  the  partnership  in  1980. 


E101M81 
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11  Q.  6  On  January  1 ,  1978,  Metson  Ltd.  was  organized.  It  was  authorized  by  its  charter  (under  the 
Canada  Business  Corporation  Act)  to  issue  2,000  no  par  value  common  shares.  Its  fiscal  year 
end  is  December  31 . 

The  following  activities  pertain  to  Metson  Ltd. 


January  1 ,  1978 

Issued  500  common  shares  to  Mr.  White  for  a  machine.  The  machine 
cost  Mr.  White  $  1 ,000  two  years  prior  but  has  a  current  market  value 
of  $1,500. 

January  10,  1978 

Accepted  subscriptions  to  1 ,000  common  shares  at  $4  per  share.  The 
subscriptions  were  accompanied  by  a  25%  down  payment. 

June  30,  1978 

Collected  the  balance  due  on  the  common  stock  subscriptions  and 
issued  the  shares  subscribed. 

December  31 ,  1978 

Reported  net  income  of  $500  for  1978.  Assume  all  the  income 
statement  accounts  for  1978  have  been  closed  to  income  summary 
account. 

January  15,  1979 

Declared  a  10  cent  per  common  share  cash  dividend. 

January  31 ,  1979 

Paid  the  dividend  declared  January  15. 

February  1 ,  1979 

Declared  a  10%  common  stock  dividend.  At  the  time,  Metson  Ltd. 
shares  traded  at  $5  per  share  in  the  open  market. 

February  28,  1979 

Distributed  the  dividend  declared  February  1 . 

Required: 

Prepare  the  journal  entries  (with  dates)  to  properly  account  for  the  above  transactions. 


EI0IM81  Page  4  of  6 


14 


16  Q.  7  You  are  given  the  following  data  for  the  proprietorship  of  J.J.  Jones: 


E101M8I 


J.J.  Jones 
Trial  Balance 
December  31, 1980 


Cash 

Accounts  Receivable 

Inventory  —  January  1,  1980 

Accounts  Payable 

J.J.  Jones  —  Capital 

J.J.  Jones  —  Withdrawals 

Sales 

Purchases 

Purchase  Returns  &  Allowances 
Rent  Expense 
Advertising  Expense 
Delivery  Expense 
Office  Expense 
Other  Store  Expense 


$  82,000 

136,800 

45,000 

$  91,600 

100.000 

24,000 

644,000 

336.000 

6,000 

72,000 

54,400 

19,200 

25.600 

46.600 

$841,600 

$841,600 

Inventory  at  December  31,  1980,  amounted  to  $54,000.  The  proprietor  has  added  $20,000 
capital  during  the  year,  the  December  31 ,  1979,  credit  balance  in  the  capital  account  having 
been  $80,000. 

Required: 

(7)  (a)  Closing  entries  at  year  end  (omit  narratives). 

(5)  (b)  Income  Statement  for  the  year. 

(4)  (c)  Statement  of  Proprietors  Capital  for  the  year. 


Page  5  of  6 
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6  Q.  8  Below  are  listed  6  definitions  followed  by  a  list  of  12  concepts  and  principles. 

1 .  The  idea  that  the  purchasing  power  of  the  unit  of  measure  used  in  accounting,  the  dollar, 
does  not  change. 

2.  The  accounting  rule  that  requires  assets  and  services  plus  any  resulting  liabilities  to  be  taken 
into  the  accounting  records  at  cost. 

3.  The  accounting  rule  that  all  expenses  incurred  in  earning  a  revenue  be  deducted  from  the 
revenue  in  determining  net  income. 

4.  The  accounting  rule  that  a  strict  adherence  to  any  accounting  principle  is  not  required  when 
adherence  is  relatively  difficult  or  expensive  and  lack  of  adherence  will  not  materially 
affect  reported  net  income. 

5.  The  idea  that  a  business  is  separate  and  distinct  from  its  owner  or  owners  and  from  every 
other  business. 

6.  The  accounting  rule  that  defines  a  revenue  as  an  inflow  of  assets,  not  necessarily  cash,  in 
exchange  for  goods  or  services  and  requires  the  revenue  to  be  recognized  at  the  time,  but 
not  before,  it  is  earned. 

(a)  Business  entity  concept 

(b)  Continuing-concem  concept 

(c)  Stable -dollar  concept 

(d)  Time-period  concept 

(e)  Cost  principle 

(0  Objectivity  principle 

(g)  Realization  principle 

(h)  Matching  principle 

(i)  Full-disclosure  principle 

(j)  Materiality  principle 

(k)  Consistency  principle 

(l)  Conservatism  principle 

Required: 

In  your  examination  booklet,  list  numbers  1  to  6  representing  the  definitions  and  beside  each 

give  the  letter  indicating  the  principle  or  concept  defined. 


100 


END  OF  EXAMINATION 


E10IM81 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
MARCH,  1981 
EXAMINER'S  COMMENTS 


General 

The  papers  were  not  good.  Consistently,  students  did  poorly  in  virtually  all  of  the  questions  and  marks,  in  general 

were  very  low.  The  papers  were  disorganized  and  sloppy  in  too  many  cases. 

Specific 

Q'l  This  quest'on  was  troublesome  for  many  of  the  candidates.  Many  were  unable  to  piece  together  the 

information  provided  and  work  to  the  correct  answer. 

Q.2  This  was  well  handled.  Where  problems  existed  it  was  usually  a  case  of  mixing  up  the  two. 

Q.3  This  was  also  quite  well  handled.  Marks  were  quite  high. 

Q.4  As  usual  the  bond  question  baffles  the  student.  Marks  were  very  low  for  this  question  and  many  did  only 

bits  and  pieces.  Generally  the  students  seem  to  have  no  concept  of  the  amortization  of  discount  process. 

Q.5  This  was  the  poorest  question  on  the  paper.  Undergraduates  just  could  not  get  started  on  this  one, 

having  no  idea  as  to  how  the  partners  split  the  losses.  As  a  result  only  one  or  two  of  the  entries  were 
properly  handled. 

Q.6  Generally  well  handled.  The  only  consistently  incorrect  answers  were  for  the  acquisition  of  the 

machinery  and  for  the  stock  dividend  entries. 

Q  7  Students  generally  had  little  problem  with  this  question.  However,  far  too  many  still  are  unable  to  come 

up  with  closing  entries  while  others  are  at  a  loss  as  to  what  goes  into  an  income  statement. 

Q.8  Well  handled. 


17 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


14  Q.  1  Bad  debts  expense: 

Allowance  for  doubtful  accounts 
1%  of  $889,000  =  $8,890 

Sales  computation: 

Accounts  receivable  balance  Dec.  31 ,  198 A 
Less:  Accounts  receivable  balance,  Jan.  1 ,  I98A 

Add:  Collection  during  year 
Write-offs 


$  8,890 


900,000 

9,000 


$  8,890 


230,000 
250,000 
($  20,000) 

909,000 

$889,000 


9  Q.  2 

(3)  (a)  Cost  of  Goods  in  Ending  Inventory  by  FIFO  with  a  periodic  inventory  system 

100  units  @$12  =  $1,200 

100  units  @  $14  =  1,400 
200  units  @$17  =  3,400 
$6,000 


(b)  Cost  of  Goods  in  Ending  Inventory  by  LIFO  with  a  periodic  inventory  system 
200  units  @$10  =  $2,000 
100  units  @$11=  1,100 
100  units  @$12=  1,200 

$4,300 


(3)  (c)  Accounts  Receivable  —  B 

Sales 

Cost  of  Goods  Sold 
Merchandise 


3,000 

2,000 


3,000 

2,000 


200  x  10  =  $2,000 


Page  1  of  5 
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(i)January,  1977 

Mineral  Deposit 

Cash 

400,000 

400,000 

(ii)  February,  1977 

Mineral  Deposit 

Cash 

80,000 

80,000 

(iii)  1977 

Depletion  Expense 

Accumulated  Depletion 

Computation 

480,000  4-  800,000  tons  =  60#  per  ton 
24,000  tons  x  .60  =  14,400 

14,400 

14,400 

(iv)  January,  1978 

Mineral  Deposit 

Cash 

34,400 

34,400 

(v) 1978 

Depletion  Expense 

Accumulated  Depletion 

Computation 

30,000 

30,000 

$400,000  +  $80,000  -  $14,400  +  $34,400  =  $500,000 

$500,000  -h  1 ,000,000  =  50#  per  ton 

60,000  x  .50  =  30.000 

Canadian  Stapling  Machine  Co. 

(a)  June  1,  1979 

Cash 

Bond  Discount 

Accrued  Interest  Payable 

Bonds  Payable 

385,120 

18,880 

4,000 

400,000 

Oct.  1,  1979 

Accrued  Interest  Payable 

Interest  Expense 

Bond  Discount 

Cash 

4,000 

8,640 

640 

12,000 

Dec.  31,  1979 

Interest  Expense 

Bond  Interest 

Accrued  Interest  Payable 

6,480 

480 

6,000 

Apr.  1,  1980 

Interest  Expense 

Accrued  Interest  Payable 

Bond  Discount 

Cash 

6,480 

6,000 

480 

12,000 

SI01M81 
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Ace  Investment  Company 


(b)  June  1,  1979 

Investment  in  Bonds 

Accrued  Interest  Receivable 

Cash 

38,1 12 
400 

38,512 

Oct.  1.  1979 

Cash 

Investment  in  Bonds 

Accrued  Interest  Receivable 

Interest  Earned 

1,200 

64 

400 

864 

Dec.  31,  1979 

Accrued  Interest  Receivable 

Investment  in  Bonds 

Interest  Earned 

600 

48 

648 

Apr.  1 ,  1 980 

Cash 

Investment  in  Bonds 

Accrued  Interest  Receivable 

Interest  Earned 

1,200 

48 

600 

648 

16  Q.  5 

(6) 

(a)  Red  Capital 

White  Capital 

Blue  Capital 

Income  Summary 

38,000 

32,000 

10,000 

80,000 

Calculations: 

Red  White 

Blue 

Totals 

Salary 

Balance  (3:2:1) 

40,000  20.000 
(78,000)  (52,000) 
(38,000)  (32.000) 

16,000 

(26,000) 

(10,000) 

76,000 

(156.000) 

(80,000) 

(10) 

(b)  Loss  or  gain  from  realization 

Cash 

Other  Assets 

120,000 

300,000 

420.000 

Red  Capital 

White  Capital 

Blue  Capital 

Loss  or  Gain  from  realization 

60,000 

40,000 

20,000 

120,000 

Loan  from  White 
White  Capital 

16.000 

16,000 

Red  Capital 

White  Capital 

Blue  Capital 

6,000 

4,000 

10,000 

Accounts  Payable 
Cash 

324,000 

324.000 

Red  Capital 

Cash 

56,000 

56.000 

SI0IM8I 
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11  Q.  6 


1978 


16  Q. 


S10IM81 


January  1 


January  10 


January  10 


June  30 


Machinery 

Common  Stock  n.p.v. 

Subscriptions  receivable  —  common  stock 
Common  Stock  subscribed 

Cash 

Subscriptions  receivable  —  common  stock 
Cash 

Subscriptions  receivable  —  common  stock 


1,500 

1,500 

4,000 

4,000 

1,000 

1,000 

3,000 

3,000 


June  30 

December  3 1 

1979 

January  15 
January  31 
February  1 


Common  Stock  subscribed 
Common  Stock  n.p.v. 

Income  Summary 
Retained  Earnings 


Dividends 
Dividends  Payable 

Dividends  Payable 
Cash 

Retained  Earnings 
Stock  Dividend  Distributable 


4,000 


500 


150 


150 


750 


4,000 


500 


150 


150 


750 


February  28  Stock  Dividend  Distributable 
Common  Stock  n.p.v. 


750 


750 


7  (a)  Sales 

Purchase  Returns  &  Allowances 
Inventory  December  31,1 980 
Purchases 
Rent  Expense 
Advertising  Expense 
Delivery  Expense 
Office  Expense 
Other  Store  Expense 
Inventory  —  January  1,  1980 
Income  Summary 


644,000 

6,000 

54,000 


336,000 

72,000 

54,400 

19,200 

25.600 

46.600 
45,000 
105,200 


Income  Summary 
J.J.  Jones,  Capital 


105,200 


105,200 


J.J.  Jones,  Capital 
J.J.  Jones,  Withdrawals 


24,000 


24.000 
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(b) 


J.J.  Jones 
Income  Statement 

For  the  Year  Ended  December  31,  1980 


Sales 

Less  Cost  of  Goods  Sold: 

Beginning  Inventory 
Add:  Purchases 

Less:  Purchase  Returns  &  Allowances 

Less:  Ending  Inventory 

Gross  Profit  on  Sales 
Less  Expenses: 

Rent  Expense 
Advertising  Expense 
Delivery  Expense 
Office  Expense 
Other  Store  Expense 
Net  Income 

(c) 


Capital  Account  January  1,  1980 
Add: 

Additional  Investment 

Net  Income  per  Income  Statement 

Less:  Proprietor’s  Withdrawals 
Balance  December  3 1 ,  1980 


$644,000 

$  45,000 

$336,000 

6,000  330,000 

$375,000 

54,000  321,000 

$323,000 

$  72,000 
54,400 
19,200 

25.600 

46.600  217,800 
$105,200 


$  80.000 

$  20,000 

105,200  125,200 

$205,200 
24,000 

$181,200 


J.J.  Jones 

Statement  of  Proprietor’s  Capital 
For  the  Year  Ended  December  31,  1980 


6  Q.8  1.  (c) 

2.  (e) 

3.  (h) 

4.  (j) 

5.  (a) 

6-  (g) 


100 


END  OF  SOLUTIONS 


SI01M8I 
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Marks 

9  Q. 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ACCOUNTING  101  EXAMINATION 
June,  1981 


Time:  3  Hours 

1  In  each  of  the  following  unrelated  cases,  one  or  more  accounting  principles  may  have  been 
ignored. 

(a)  A  licensed  real  estate  appraiser  valued  the  company’s  building,which  had  cost  $  100,000  in 
1977,  at  $150,000  in  1980.  The  company  accountant,  upon  receipt  of  the  appraisal,  made 
the  following  entry: 

Building  50,000 

Miscellaneous  Revenue  50,000 

(b)  The  Northern  Garden  Seed  Corporation  ordered  its  1981  catalogues  in  October,  1980,  for 
distribution  in  March,  1981 .  The  publishing  company  sent  the  catalogues  and  the  bill  in 
December.  On  December  31,  1980,  the  company’s  year-end  date,  the  accounts  payable 
clerk  paid  the  bill.  The  transaction  was  recorded  as: 

Advertising  Expense  125,000 

Cash  125,000 

(c)  The  Simple  Construction  Company  changed  its  method  of  revenue  recognition  from  a 
Sales  Basis  to  the  Percentage  of  Completion  Basis.  No  mention  was  made  on  the  financial 
statements. 

Required: 

In  each  case  where  you  think  a  principle  may  have  been  ignored,  name  the  principle  and  write  a 
sentence  or  two  telling  what  should  have  been  done.  In  any  case  where  you  think  generally 
accepted  accounting  principles  were  followed,  write  a  sentence  or  so  defending  the  action 
taken . 
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14  Q.  2  The  following  data  relate  to  the  LMN  Company  Ltd.  for  the  month  of  March,  1981: 


Merchandise  Purchased 


March  4  2,000  units  @  $5.00  per  unit 

March  1 1  1 ,600  units  @  $5.20  per  unit 

March  23  3,200  units  @  $4.60  per  unit 

March  29  1 ,800  units  @  $4.80  per  unit 

8,600  units 

Merchandise  Sold 


March  5 

1 ,200  units 

March  12 

1 ,000  units 

March  17 

1 ,000  units 

March  27 

800  units 

March  30 

1 ,200  units 

Required: 

5,200  units 

(6)  (a)  Compute  the  amount  and  cost  of  the  ending  inventory  using  the  following  methods: 

i)  First-in,  first-out,  periodic  basis. 

ii)  Last-in,  first-out,  periodic  basis. 

iii)  Weighted-average  method  periodic  basis,  (correct  to  4  places  of  decimals) 

(8)  (b)  Assuming  a  perpetual  inventory  system  is  being  used,  prepare  journal  entries  to  record  the 

purchases  and  sales  under  methods  (i)  and  (ii)  above .  Selling  price  is  $  1 0  per  unit. 

7  Q.  3  The  ABC  Company  Ltd.  uses  the  following  journals  in  addition  to  the  conventional  General 
Journal  (G.J.) 


Sales  Journal  (one  column)  S . J . 

Purchase  Journal  (one  column)  P. J . 

Cash  Receipts  Journal  R.J. 

Cash  Disbursements  Journal  D.J. 


Required: 

Indicate  the  proper  journal  for  each  of  the  following: 

(a)  Purchased  inventory  on  credit. 

(b)  Purchased  equipment  for  cash. 

(c)  Returned  inventory  purchased  on  credit. 

(d)  Sold  goods  for  cash . 

(e)  Gave  a  customer  credit  for  merchandise  purchased  on  credit  and  returned. 

(f)  Paid  administrative  salaries. 

(g)  Recorded  closing  entries. 
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11  Q 


16  Q. 
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.4  Malott’s  Bank  Statement  of  February  28,  1980,  showed  a  balance  of  $4,833.46  A  perusal  of 
the  data  available  brought  to  light  the  following: 

(a)  Cheque  291  for  $261.54  was  issued  to  the  proper  creditor  but  the  accountant  entered  the 
amount  of  $2 16. 45  in  the  disbursements  journal  and  the  cheque  book. 

(b)  An  $8.35  service  charge  appeared  on  the  bank  statement  and  a  returned  N.S.F.  cheque  for 
$12.90.  Neither  appear  on  the  books  of  Malott. 

(c)  The  bank  deposit  of  February  28  of  $254. 10  does  not  appear  on  the  bank  statement. 

(d)  Cheques  outstanding  include: 

304  $  75.05 

306  50.00 

309  410.54 

(e)  According  to  the  Malott  cheque  book,  the  balance  was  only  $4,487.71 .  A  deposit  dated 
February  15  appears  in  the  bank  statement  but  not  in  the  cheque  book.  The  amount  was 
$130.60,  and  was  received  on  account. 

Required: 

(a)  Compute  the  cheque  book  balance  at  February  28,  1980. 

(b)  Prepare  a  bank  reconciliation  statement  at  February  28,  1980. 

(c)  Prepare  the  necessary  journal  entries  to  correct  the  cash  account  in  the  books  of  Malott. 

5  A  company  purchased  Machine  A  at  a  $12,400  installed  cost  on  January  5,  1975  and 
depreciated  it  on  a  straight-line  basis  at  the  ends  of  1975,  1976,  1977  and  1978  under  the 
assumption  it  would  have  a  ten-year  life  and  a  $2,400  salvage  value.  After  more  experience 
and  before  recording  1979  depreciation,  the  company  revised  its  estimate  of  the  machine’s 
remaining  years  downward  from  six  years  to  four  and  revised  the  estimate  of  its  salvage  value 
downward  to  $2,000.  On  April  2,  1 98 1 .  after  recording  1979  and  1980  and  part  ofayear’s 
depreciation  for  1981 ,  the  company  traded  in  Machine  A  on  Machine  B,  receiving  a  $4,000 
trade-in  allowance.  Machine  B  cost  $15,300  less  the  trade-in  allowance,  the  loss  was 
considered  immaterial,  and  the  balance  was  paid  in  cash.  Machine  B  was  depreciated  on  a 
straight-line  basis  on  December  31,  1981,  under  the  assumption  it  would  have  a  six-year  life 
and  $2,300  salvage  value. 

Required: 

Prepare  entries  to  record: 

(a)  the  purchase  of  Machine  A, 

(b)  its  1975  depreciation, 

(c)  its  1979  depreciation, 

(d)  the  exchange  of  the  machines,  and 

(e)  the  1981  depreciation  of  Machine  B. 
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Q.  6  During  1979  the  Dominion  Corporation  engaged  in  the  following  transactions  with  respect  to 
its  investments.  Assume  each  month  has  30  days. 


March  1 

Purchased  as  a  temporary  investment,  eight  $1,000  Day  Corporation  6%  10 
year  bonds  on  which  interest  is  payable  January  1  and  July  1 .  The  purchase 
price  was  96'A  plus  a  commission  of  $30  plus  accrued  interest. 

May  18 

Purchased  500  common  shares  of  Morning  Corporation  at  $12  a  share  plus  a 
commission  of  $50.  On  this  date  Morning’s  issued  and  outstanding  capital 
included  200,000  shares  of  common  stock  of  $10  par  value. 

June  1 

Received  a  dividend  of  25  cents  per  share  on  Morning  Corporation  shares.  It 
was  declared  the  same  day. 

July  1 

Received  a  cheque  for  Day  Corporation  bond  interest. 

July  15 

Received  a  stock  dividend  of  50  common  Morning  shares.  Market  value  at  the 
time  was  $16. 

October  1 

Sold  all  the  Day  Corporation  bonds  at  94  plus  accrued  interest.  Commission 
on  the  sale  was  $20. 

November  30 

Sold  50  shares  out  of  Morning  Corporation  investment  at  $18  per  share. 
Commission  on  the  sale  was  $30. 

Required: 

Prepare  journal  entries  to  account  for  the  above  transactions  following  generally  accepted 
accounting  principles. 
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Q.  7  You  have  been  provided  with  the  following  accounts  and  balances  from  the  general  ledger  of 
the  General  Manufacturing  Co.  Ltd.  as  at  December  31,  1979: 


Capital  from  land  site  donation 
Common  dividend  payable 
Common  stock  dividend  distributable 
Retained  Earnings 
Preferred  stock 

Subscriptions  receivable  —  common  stock 

Common  Stock 

Premium  on  preferred  stock 

Common  stock  subscribed 

Loan  payable  to  shareholders 

Gain  on  sale  of  land  and  building  during  year 


200,000 

20,000 

20,000 

600,000 

100,000 

12,000 

200,000 

16,000 

50,000 

300,000 

35,000 


Additional  Information: 

1 .  Common  stock  is  $10  par  value;  authorization  400,000  shares. 

2.  There  are  2.000  common  shares  held  as  treasury  stock. 

3.  Preferred  stock  is  $  100  par  value  6%  cumulative  and  non-participating.  The  authorization 
is  4,000  shares. 


Required: 


Prepared  in  good  form  the  stockholders’  equity  section  of  the  balance  sheet  for  General 
Manufacturing  Co.  Ltd.  at  December  3 1 ,  1979. 

Note:  Extraneous  items  will  be  penalized  one  mark  up  to  a  maximum  of  two  marks. 
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14  Q.  8  Mallot,  Powers  and  McCrae  decide  to  liquidate  their  retail  clothing  business.  At  the  balance 
sheet  date  all  assets  have  been  sold  except  inventory.  Profits  and  losses  are  shared  equally  by 
the  partners.  No  cash  payments  have  been  made.  If  any  partner’s  capital  account  shows  a 
deficit  assume  the  partner  is  unable  to  make  up  the  deficit. 

Mallot,  Powers  and  McCrae 
Balance  Sheet 
As  at  December  31,  1980 


Cash 

160,000 

Accounts  Payable 

88,000 

Inventory 

280,000 

Mallot-Capital 

128,000 

Powers-Capital 

56,000 

McCrae-Capital 

168.000 

440,000 

440,000 

Required: 

Journalize  the  closing  of  the  accounts  and  the  distribution  to  each  assuming: 
(7)  (a)  The  inventory  is  sold  for  $328,000. 

(7)  (b)  The  inventory  is  sold  for$16,000. 

Note:  Explanations  are  not  necessary. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


General 


Specific 


in  a  lot  of 


Q.2 


virtually  everyone. 


» — fe'-'i  inv,  oia  inai  ins  u 

however,  there  was  a  problem.  Rarely  was  this  part  answered  as  we  had  expected, 
the  journal  entries  there  were  endless  journal  entries  and  the  Cost  of  Goods  Sold 


entry  was  missed  by 


undergraduates  had  trouble. 


This  question  caused  more  concern  than  anticipated.  Although  it  was  rather  basic,  many  of  the 

linopruraHnatM  hoH  imnklo  J 


As  usual  the  bank  reconciliation  was  popular  with  the  undergraduates,  but  too  many  continue  to  foul  up 
this  tvne  of  nnpctirm 


The  first  part  of  this  question  was  handled  well  but  the  last  two  entries,  particularly  part  (d)  the 
exchange  of  the  machines  was  troublesome  to  the  students. 

This  was  probably  the  poorest  handled  question  on  the  exam  with  virtually  no  one  getting  more  than 
three  or  four  marks.  The  acquisition  of  the  investments  was  not  well  handled.  Similarly,  there  were 
problems  on  disposition.  This  was  very  disappointing. 

Surprisingly  many  of  the  undergraduates  did  not  seem  to  be  sure  of  equity  items.  The  extraneous  items 
were  included  more  often  than  not.  The  format  presented  was  also  lacking.  Generally  poorly  answered. 

This  was  either  right  or  wrong  generally.  Many  had  full  marks  but  many  stopped  after  the  distribution  of 


the  loss. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  101  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


9  Q.  1  (a)  The  Cost  Principle  has  been  violated.  No  entry  is  needed  as  a  result  of  the  recent  market 

appraisal.  No  revenue  has  been  generated. 

(b)  The  Matching  Principle  was  violated  here.  The  $125,000  advertising  expense  relates  to 
1981 .  The  correct  entry  would  have  been 

Prepaid  Advertising  Expense  1 25 ,000 

Cash  125,000 

(c)  The  Full-Disclosure  Principle  was  violated.  The  change  in  the  method  of  revenue 
recognition  should  have  been  footnoted  in  financial  statements. 

14  Q.  2 

(6)  (a)  i)  First-in,  first-out  method  periodic 


Units  purchased 

8,600 

Units  sold 

5,200 

Units  in  inventory 

3,400 

Inventory  March  31 ,  1981 

March  23  purchase 

1,600  units  @  4.60  per  unit 

$  7,360 

March  29  purchase 

1,800  units  @  4.80  per  unit 

8,640 

3,400  units 

$16,000 

Last-in,  first-out  method  periodic 

Units  in  inventory  as  above  3,400  units 

Inventory  March  31 ,  1981 

March  4  purchase 

2,000  units  @  5.00  per  unit 

$10,000 

March  1 1  purchase 

1 ,400  units  @  5.20  per  unit 

7,280 

3,400  units 

$17,280 

iii)  Weighted  Average  Method  periodic 

Total  cost  of  purchases  $41 ,680 

Total  units  purchased  8,600 

Unit  cost  $4.8465 

Inventory  March  3 1 ,  1981 


3,400  units  @4.8465  = 


$16,478 
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(b)  FIFO  Purchases 


II 


S101J81 


(1)  Inventory 

Accounts  Payable/Cash 

(2)  Cost  of  Goods  Sold 

Purchases 

Accounts  Receivable 
Sales 

LIFO  Purchases 

(1)  Inventory 

Accounts  Payable/Cash 

(2)  Cost  of  Goods  Sold 

Purchases 

( 1 )  Accounts  Receivable 

Sales 

Q.  3  (a)  P.J. 

(b)  D.J. 

(c)  G.J. 

(d)  R  J. 

(e)  G.J. 

(0  D.J. 

(g)  G.J. 

Q.  4  (a)  Balance  per  cheque  book  February  28,  1980 

Deposit  February  15  to  be  added 
Balance  of  cash  account 

(b) 

Malott  Ltd. 
Bank  Reconciliation 
February  28,  1980 

Balance  per  bank  statement  February  28 
Add:  Deposit  in  transit 


Deduct:  Outstanding  cheques: 
304  75.05 

306  50.00 

309  410,54 

Adjusted  balance  February  28 


Balance  per  cash  balance  as  above 
Deduct:  Recording  error  $45.09 

Service  Charge  8.35 

Cheque  Returned  N.S.F.  12.90 

Adjusted  cash  balance  February  28 


41.680 

25.680 

52,000 

41.680 

24,400 

52,000 


41.680 

25.680 
52,000 

41.680 

24,400 

52,000 


$4,487.71 

130,60 

$4,618.31 


$4,833.46 

254.10 

5,087.56 


535.59 

$4,551.97 


$4,618.31 


66.34 

$4,551.97 
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45.09 


(c)  Purchases 
Cash 


45.09 


Service  Charges 
Cash 


8.35 


8.35 


Accounts  Receivable  12.90 

Cash 

Cash  130.60 

Accounts  Receivable 


16  Q.5  1975 

Jan.  5  Machinery  12,400 

Cash  (or  Accounts  payable) 

Dec.  31  Depreciation  expense  —  Machinery  1,000 

Accumulated  depreciation  —  Machinery 

1979 

Dec.  31  Depreciation  expense  —  Machinery  1,600 

Accumulated  depreciation  —  Machinery 

1981 

Apr.  2  Machinery  16,100 

Accumulated  depreciation  —  Machinery  7,600 

Machinery 
Cash 

Dec.  31  Depreciation  expense  —  Machinery  1,725 

Accumulated  depreciation  —  Machinery 


12.90 

130.60 

12,400 

1,000 

1.600 

12,400 
1 1,300 

1,725 
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March  1 

Day  Bonds 

Interest  Revenue  (or 
interest  receivable) 

Cash 

7,750 

80 

7,830 

May  18 

Morning  Common  Shares 

Cash 

6,050 

6.050 

June  1 

Cash 

Dividend  Revenue 

125 

125 

July  1 

Cash 

Interest  Revenue 

240 

240 

or 

Entry  must  be 
consistent 
with  March  1 
entry. 

Cash 

Interest  Revenue 

Interest  Receivable 

240 

160 

80 

July  15 

Received  50  Morning 

Common  Shares  as  a 
stock  dividend 

Oct.  1 

Cash 

Loss 

Day  Bonds 

Interest  Revenue 

7,620 

250 

7,750 

120 

Nov.  30 

Cash 

Morning  Common  Shares 

Gain 

870 

550 

320 
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Q.7 


Stockholders’  Equity 


Preferred  stock  $100  par  value  6%  cumulative 
and  non-participating  4,000  shares 

authorized,  1 ,000  issued  $  1 00,000 

Capital  contributed  by  preferred  shareholders 

in  excess  of  the  par  value  of  their  shares  16,000 

Total  contributed  by  preferred  stockholders 


$200,000 
50,000 
20,000 

Total  contributed  and  subscribed  by  common  stockholders 
Total  capital  contributed  for  shares 
Other  contributed  capital 

Contributed  capita]  from  land  donation 
Total  contributed  capital 


Common  stock,  $10  par  value,  400,000  shares 
authorized,  20,000  shares  issued  of  which 
2,000  shares  are  held  as  treasury  stock 
Common  stock  subscribed  —  5 ,000  shares 
Common  stock  dividend  distributable 


$116,000 


270,000 

$386,000 

$200,000 

$586,000 


Retained  earnings 


600.000 


Total  stockholders’  equity 


$1,186,000 
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Q.8 


Inventory 

Mallot  — Capital 

Powers  —  Capital 

McCrae  —  Capital 

328,000 

280,000 

16,000 

16,000 

16,000 

Accounts  Payable 

Cash 

88,000 

88,000 

Mallot  —  Capital 

Powers  —  Capital 

McCrae  —  Capital 

Cash 

144,000 

72,000 

184,000 

400,000 

Cash 

Mallot  —  Capital 

Powers  —  Capital 

McCrae  — Capital 

Inventory 

16,000 

88,000 

88,000 

88,000 

280,000 

Accounts  Payable 

Cash 

88,000 

88,000 

Mallot  —  Capital 

McCrae  —  Capital 

Powers  —  Capital 

16,000 

16,000 

32,000 

Mallot  — Capital 

McCrae  —  Capital 

Cash 

24,000 

64,000 

88,000 

END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ECONOMICS  104  EXAMINATION 
DECEMBER  1980 


Marks 


14  Q.  1. 

14  Q.  2. 

14  Q.  3. 

12  Q.  4. 

12  Q.  5. 

12  Q.  6. 

12  Q.  7. 

12  Q.  8. 

12  Q.  9. 


Time:  3  Hours 


Note: 

Answer  TWO  questions  from  each  PART  of  the  examination.  Do  not  answer  more  than  a  total  of 
EIGHT  questions. 

PART  I  -  Answer  TWO  questions  only. 

"In  perfectly  competitive  markets  competition  will  result  in  all  firms  charging  the  same  price.  There¬ 
fore.  it  follows  that  if  all  firms  have  identical  prices  the  industry  is  a  perfectly  competitive  one!" 

Does  this  statement  make  economic  sense?  Explain. 

“When  a  perfectly  competitive  industry  experiences  an  increase  in  demand  the  long  run  adjustment 
will  result  in  an  increase  in  industry  output  with  a  new  equilibrium  price  that  is  higher  than  the  initial 
one.” 

Does  this  statement  make  economic  sense?  Explain. 

“Whenever  a  firm  has  some  monopoly  power,  i.e.  is  in  an  imperfectly  competitive  market,  the  demand 
curve  it  faces  will  slope  downward  to  the  right." 

Does  this  statement  make  economic  sense?  Explain. 

PART  II  A  nswer  TWO  questions  only. 

“Prescription  drugs  should  be  free  to  all  people.  No  one  should  have  to  pay  for  good  health.” 
Does  this  statement  make  economic  sense?  Explain. 

“If  a  per  unit  excise  tax  was  placed  on  a  commodity  it  would  result  in  an  increase  in  price  and  a  reduc¬ 
tion  in  the  quantity  demanded.  Consumers,  therefore,  would  have  more  of  their  income  left  over  to 
spend  on  other  goods!” 

Does  this  statement  make  economic  sense?  Explain. 

“There  is  really  no  reason  to  consider  natural  resources  here  in  Canada  scarce.  All  a  person  has  to  do  is 
look  around  to  see  that  we  are  one  of  the  most  resource  abundant  countries  in  the  world!” 

Does  this  statement  make  economic  sense?  Explain. 

PART  III  Answer  TWO  questions  only. 

“If  Canada  was  more  efficient  in  the  production  of  all  commodities  than  any  other  country  in  the 
world  no  one  would  want  to  trade  with  us  because  they  couldn’t  compete!” 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 

“Monetary  policy  is  likely  to  be  more  effective  when  it  is  used  to  counteract  recession  and  unemploy¬ 
ment  rather  than  when  it  is  used  to  fight  inflation!” 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 

“When  the  equilibrium  level  of  GNP  (GNE)  is  greater  than  the  full  employment  level  the  resulting 
deflationary  gap  could  be  removed  either  by  an  appropriate  tax  increase  or  an  equal  decrease  in 
government  spending!” 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 
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12  Q.  10. 

PART  IV  -  Answer  TWO  questions  only. 

“meats  ITnms  Sh°U'd  -  °  3  SUrp‘US  “  ,he  current  account  Portion  of  its  balance  of  pay¬ 
ments,  All  prosperous  countries  export  more  goods  than  they  import!"  P  ' 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 

12  Q.  II. 

It  labour’s  marginal  physical  product  is  negative  and  other  resources  cannot  be  increased  the  eco- 
C°Uld  b£  mCreaSed  ^  USmg  leSS  l3b°Ur  'f  11  —  «•*— ’  workers 

12  Q.  12. 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 

When  a  retailer  deposits  cheques  he  has  received  in  his  bank  the  economy’s  money  supply  can  be 
increased  because  his  bank  s  reserves  have  gone  up.” 

JJS 

Indicate  whether  this  statement  makes  economic  sense  and  explain. 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
DECEMBER,  1980 
EXAMINER  S  COMMENTS 


General 

Students  should  be  reminded  again  to  read  the  questions  carefully  before  attempting  to  answer  them  and  also  to 

write  legibly  in  pen.  Poor  handwriting  is  becoming  a  serious  problem  for  markers.  Students  that  appeared  to  have 

prepared  for  the  exam  were  successful. 

Specific 

Q.  1  Most  students  that  chose  this  question  did  well  although  a  significant  minority  asserted  that  competitive 

firms  charged  different  prices  and  some  did  not  mention  that  one  price  might  be  evidence  of  imperfect 
competition,  e.g.,  oligopoly. 

Q.2  This  question  was  not  particularly  well  done.  Only  a  few  students  obtained  anything  close  to  full  marks. 

The  distinction  between  the  short  and  long  run  adjustment  to  a  change  in  demand  was  usually  made, 
however,  the  effect  on  resource  prices  as  industry  output  expands  was  seldom  noted. 

Q.3  Generally,  this  question  was  satisfactorily  answered  but  without  many  students  obtaining  full  marks. 

Some  students  only  considered  the  case  of  pure  monopoly  with  no  reference  to  other  forms  of  imperfect 
competition  although  the  question  specifically  relates  to  all  types  of  imperfect  competition.  Several 
students  actually  asserted  that  the  demand  facing  a  monopolist  is  upward  sloping  to  the  right. 

Q.4  This  question  was  quite  well  answered  by  most  students.  A  good  understanding  of  pricing  and  the  nature 

of  scarce  resources  was  evident.  A  few  students  concluded  that  since  the  price  to  consumers  would  be 
zero,  drug  companies  would  not  receive  any  revenue  and  so  would  close  down.  Clearly,  a  programme  to 
provide  ‘free’  prescription  drugs  would  have  to  be  financed  out  of  taxes  and  most  students  noted  this. 

Q.5  A  surprising  number  of  students  answered  this  question  without  any  explicit  reference  to  the  concept  of 

elasticity.  A  significant  minority  asserted  that  when  price  rises,  more  is  spent  on  the  commodity, 
including  tax,  which  is,  of  course,  not  necessarily  correct  because  it  depends  on  the  elasticity  of  the 
demand  for  the  taxed  commodity. 

Q.6  This  question  was  well  answered  by  most  students  that  chose  it.  The  answers  indicated  a  good  grasp  of 

the  concept  of  economic  scarcity.  Only  a  few  students  could  not  distinguish  between  economic  and 
absolute  scarcity. 

Q.7  Students  did  not  handle  this  rather  standard  question  very  well.  Many  made  no  reference  to  relative 

efficiency  or  comparative  advantage.  A  significant  number  simply  asserted  that  countries  should  always 
try  to  export  more  than  they  import  without  any  explanation  or  distinction  between  current  account  and 
capital  account. 

Q.8  Very  few  students  that  selected  this  question  provided  a  complete  answer.  While  many  correctly  noted 

that  monetary  policy  is  strongest  when  used  to  counteract  inflation  few  explained  why  it  is  weak  when 
used  against  recession  and  unemployment.  Incomplete  answers  were  typical  in  respect  to  this  question. 

Q.9  This  question  was  reasonably  well  answered.  Most  students  correctly  noted  that  tax  increases  and 

decreases  in  government  spending  are  used  to  counteract  an  inflationary,  not  a  deflationary,  gap  and 
that  it  is  the  latter  that  is  indicated  in  the  question.  However,  few  students  noted  that  the  tax  and 
expenditure  multipliers  are  different. 
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Q.ll 


Q.12 
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Only  a  minority  of  students  dtscussed  balance  of  payments  equ,  librium  as  a  means  of  indicating  why  an 
r  rPllr  °n  CUnTf  aCCOUnt  iS  n0t  ne°eSSarily  desirab'e-  Many  asserted  that  an  export  surplus  is 
Llance  Smentr  Pr°SPenty  bU'  ^  WaS  "0t  eXplai"ed  in  the  entire 

This  question  was  poorly  answered  in  general.  Most  students  did  not  relate  a  negative  marginal  physical 
product  for  labour  to  total  product  such  that  a  reduction  of  labour  employed  would  cause  totaf  output 
to  rise  and  such  an  increase  could  be  divided  among  workers  so  as  to  leave  everyone  better  off 
economical  y.  Most  students  asserted  that  unemployed  workers  would  have  to  be  retrained  and 
employed  elsewhere  to  be  better  off. 


This  question  was  well  written.  The  majority  of  students  that  selected  it  correctly  explained 
money  is  created  unless  the  banking  system  as  a  whole  experiences  an  increase  in  reserves  and 
question  did  not  suggest  that  this  had  happened. 


that  no 
that  the 
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12  Q. 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ECONOMICS  104  EXAMINATION 
DECEMBER  1980 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

1 .  The  statement  does  not  make  economic  sense.  It  is  true  that  all  firms  in  a  perfectly  competitive  industry 
will  charge  the  prevailing  equilibrium  market  price.  They  can’t  charge  more  and  have  no  incentive  to 
charge  less.  However,  if  all  firms  charge  the  same  price  it  may  be  evidence  of  imperfect  competition, 
e.g.  oligopoly.  Unless  the  number  of  firms  is  very  large,  identical  prices  is  typical  of  collusion  between 
oligopolists  rather  than  evidence  of  perfectly  competitive  markets. 

2.  When  a  perfectly  competitive  industry  adjusts  to  an  increase  in  demand  the  new  long  run  equilibrium 
price  need  not  be  higher  than  the  original  one.  The  new  price  will  be  higher  if  increased  industry  output 
causes  some  resource  prices  to  increase,  will  be  the  same  if  resource  prices  remain  unchanged  or  may 
fall  if  some  resource  prices  fall. 

3.  The  statement  is  correct.  The  acid  test  of  imperfect  competition  is  whether  or  not  the  demand  a  firm 
faces  is  downward  sloping  to  the  right,  i.e.  in  order  to  increase  sales  the  firm  will  have  to  lower  its  price. 
In  all  forms  of  imperfect  competition,  e.g.  monopoly,  oligopoly  etc.,  firms  will  have  some  control  over 
price  so  the  demand  curves  they  face  must  be  downward  sloping. 

4.  The  statement  does  not  make  sense.  Anything  that  uses  scarce  resources  cannot  be  free  because  these 
resources  will  command  positive  prices.  Therefore,  someone  must  pay  for  “good  health’’  even  if  the 
recipient  is  not  charged  for  drugs.  Society  must  pay  since  scarce  resources  are  used  for  drugs  rather 
than  some  other  purpose. 

5.  The  statement  is  not  necessarily  correct.  It  is  true  that  the  application  of  an  excise  tax  will  generally 
cause  price  to  rise  and  a  reduction  in  the  quantity  demanded.  However,  total  expenditure  on  the  com¬ 
modity,  including  tax,  may  increase,  decrease  or  remain  unchanged  depending  on  the  elasticity  of  the 
market  demand  curve  over  the  relevant  range.  If  it  is  inelastic  more  will  be  spent.  In  order  for  con¬ 
sumers  to  be  able  to  spend  more  on  other  goods  they  would  have  to  spend  less  on  the  taxed  good  so  the 
demand  curve  would  have  to  be  elastic. 

6.  The  statement  confuses  absolute  and  relative  (economic)  scarcity  and  therefore  is  incorrect.  Only  when 
resources  are  sufficiently  abundant  to  satisfy  all  the  demands  for  them  does  scarcity  disappear  regard¬ 
less  how  abundant  they  may  be  in  an  absolute  sense.  Even  here  in  Canada  where  we  have  a  vast  re¬ 
source  base  they  are  still  scarce,  i.e.  have  positive  prices,  because  they  are  limited  in  total  supply  and 
can’t  fully  satisfy  the  insatiable  demand  for  them. 

7.  The  conclusion  in  the  statement  is  incorrect  because  it  presumes  that  the  case  for  trade  is  based  on 
absolute  efliciency  and  not  relative  efficiency.  In  fact,  the  case  for  trade  depends  only  on  the  latter  and 
as  long  as  relative  elliciencies  differ  as  between  countries  trade  will  be  beneficial  to  all  trading  part¬ 
ners  regardless  of  the  absolute  efficiency  of  any  country.  Therefore  if  Canada  was  absolutely  more 
efficient  than  any  other  country  in  all  things  it  would  not  rule  out  trade  with  us  being  beneficial  to  other 
countries. 
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12  Q.  8. 


12  Q.  9. 


t?on  flnH  V  reVe^  1S,  m°re  'lkely  C°rreCt'  lnflati°n  JUSt  Cannot  P™eed  without  money  crea- 

wm  h  H  H  nT  bank  (Bank  of  Canada)  adopts  a  tight  monetary  policy  inflationary  pressure 
w.Il  be  reduced.  On  the  other  hand,  an  easy  monetary  policy  will  be  effective  only  to  the  extent  Z an 
mcrease  in  the  money  supply  lowers  interest  rates  and  the  lower  rates  induce  new  spending  e  g  invest- 

chanae  m^meresrr'lh  8,’^  ngeS  m°ney  SUPP'y  m3y  have  littleeffect  interest  rates  and  any 
tarv  8  i  i,  ,  ha‘  dOCS  °CCl,r  may  have  little  effect  on  pending.  Therefore,  in  general  mone¬ 

tary  policy  is  likely  to  be  most  effective  when  it  is  used  to  counteract  inflation. 

The  statement  is  confused  on  two  counts.  First  when  the  equilibrium  level  of  GNP  (GNE)  is  greater 
than  the  full  employment  level  there  ,s  an  inflationary  not  a  deflationary  gap.  Secondly,  in  order  to 
remove  a  given  inflationary  gap  the  required  tax  increase  would  be  greater  than  the  required  decrease 
in  government  spending  since  the  multiplier  appropriate  to  the  former  policy  is  smaller  than  the 
government  expenditures  multiplier. 


12  Q.  10. 


There  is  nothing  particularly  desirable  about  having  a  surplus  on  current  account.  It  depends  on  the 
nature  of  other  autonomous  transactions,  e.g.  capital  account.  Balance  of  payments  equilibrium  is  the 
goal  to  be  sought  and  ,t  requires  that  the  sum  of  autonomous  credit  transactions  equal  the  sum  of 
autonomous  debit  transactions  which  doesn’t  imply  anything  about  current  account  alone  There  is 
no  reason  to  assume  that  prosperous  countries  have  a  credit  balance  on  current  account.  At  any  rate 
there  is  no  way  that  every  country  could  export  more  goods  than  they  import  even  if  it  were  desirable. 


12  Q.  1 1  When  the  marginal  physical  product  of  a  resource  is  negative  it  means  that  a  reduction  in  the  useofthe 
resource  would  mcrease  total  output  assuming  that  other  resources  can’t  be  increased  to  eliminate  the 
negative  productivity  of  the  one  resource.  Therefore,  as  stated  in  the  question,  removing  labour  would 
increase  total  output  and  per  capita  output  or  the  economic  welfare  of  the  average  worker  would 
increase.  There  may,  of  course,  be  non-economic  consequences  of  the  resulting  unemployment  that 
would  reduce  overall  worker  welfare,  e.g.  loss  of  skills,  psychological  effects  etc 


12  Q.  12.  It  is  true  that  the  reserves  of  the  retailer’s  bank  may  increase  and  that  bank  may  then  expand  its  de¬ 
posits  or  the  money  supply.  There  is,  however,  an  equal  offsetting  loss  of  reserves  among  the  chartered 
banks  upon  whom  the  cheques  are  drawn.  Therefore,  since  there  has  not  been  any  net  change  in  the 
reserves  of  the  banking  system  there  cannot  be  a  change  in  the  economy’s  money  supply. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
MARCH  1981 


MARKS 


TIME:  3  HOURS 


NOTE: 

Answer  BOTH  questions  in  PART  I  and  TWO  questions  in  PARTS  II,  III  and  IV.  Do  not  answer 
more  than  a  total  of  eight  questions. 


20 


14 


11 


11 


11 


PART  I  -  Answer  both  questions. 

Q.  I  Distinguish  between  FIVE  of  the  six  pairs  of  concepts: 

(a)  impact  and  incidence  of  a  tax 

(b)  deficit  budget  and  deficit  in  the  Balance  of  Payments 

(c)  Gross  National  Product  and  Gross  National  Expenditure 

(d)  change  in  supply  and  change  in  the  quantity  supplied 

(e)  inflation  and  inflationary  gap 

(f)  substitute  and  complementary  goods 

Q.  2  It  is  sometimes  asserted  that  when  inflation  and  unemployment  exist  at  the  same  time, 
inflation  is  a  much  more  serious  problem  because  unemployment  affects  only  those  without 
work  while  inflation  harms  everyone. 

Do  you  accept  this  assertion?  Explain. 

PART  II  -  Answer  TWO  questions  only. 

Q.  3  “Rationing  is  a  function  that  must  be  performed  in  all  economies,  however,  the  means  by 
which  rationing  occurs  may  differ  between  different  economies.” 

Do  you  agree?  Explain. 

Q.  4  “The  sale  of  government  bonds  by  the  Bank  of  Canada  will  cause  the  money  supply  to 
increase  by  the  amount  of  the  sale.” 

Do  you  agree?  Explain. 

Q.  5  “Under  a  system  of  flexible  exchange  rates  when  a  country’s  income,  i.e.  GNP,  rises,its 
currency  is  likely  to  depreciate.” 

Do  you  agree?  Explain. 


II 


11 


I  I 


PART  III  -  Answer  TWO  questions  only. 

Q.  6  “Even  though  it  may  cost  the  government  $25  million  to  put  unemployed  workers  in  a  region 
back  to  work  the  real  economic  cost  may  be  zero.” 

Does  this  statement  make  economic  sense?  Explain. 

Q.  7  “Negotiations  between  a  labour  union  and  management  that  result  in  higher  wages  must 
cause  employment  in  the  industry  to  fall.” 

Does  this  statement  make  economic  sense?  Explain. 

Q.  8  “The  results  of  long  run  equilibrium  in  competitive  industries  ensure  that  the  economic 
welfare  of  society  is  maximized.” 

Does  this  statement  make  economic  sense?  Explain. 
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PART 

11  Q.  9 

11  Q.  10 

11  Q.  11 


IV  -  Answer  TWO  questions  only. 


nation  thnnTt  ^  \m0rf  powerful  means  of  economic  stabilization  in  a  trading 

nation  than  it  is  in  a  nation  that  does  not  trade  ”  8 

Do  you  agree?  Explain. 


“The  so-called  ‘Infant  Industry  Argument’ 
Do  you  agree?  Explain. 


may  be  a  valid  argument  for  having  tariffs. 


The  more  sensitive  private  investment  expenditures 
more  effective  monetary  policy  will  be.” 

Do  you  agree?  Explain. 


are  to  changes  in  interest  rates  the 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


General 

The  overall  results  of  the  examination  were  very  good.  Successful  students  indicated  a  good  command  over  the 

material.  No  general  weakness  appeared  evident.  Students  should  again  be  cautioned  to  read  the  questions  carefully 

before  attempting  to  answer  them. 

Specific 

Q.l  This  question  was  well  written  by  most  students.  Parts  (a)  and  (d)  presented  some  difficulty  oddly 

enough.  In  both  cases  students  either  confused  the  two  concepts  involved  or  in  the  case  of  Part  (a)  some 
students  could  not  define  the  impact  of  a  tax.  In  Part  (d)  some  students  confused  a  change  in  supply  with 
considerations  that  would  cause  the  demand  curve  to  shift,  e.g.,  changes  in  tastes,  changes  in  incomes, 
etc. 

Q.2  Most  students  provided  competent  answers  to  this  question,  however,  few  explored  the  effects  of 

inflation  in  any  detail.  Some  noted  that  inflation  will  cause  a  redistribution  of  income  but  few  noted  that 
in  general,  if  some  people  are  worse  off  someone  else  must  be  better  off,  i.e.,  some  people  may  benefit 
because  of  inflation.  Therefore,  most  students  concluded  that  inflation  and  unemployment  were  equally 
detrimental  although  little  support  for  the  contention  would  be  provided. 

Q.3  This  question  was  well  answered  by  most  students.  Some,  however,  failed  to  note  why  rationing  is 

required,  i.e.,  human  wants  can  never  be  fully  satisfied  with  limited  resources,  even  though  they 
discussed  how  the  rationing  function  is  performed  in  different  economies. 

Q.4  This  question  was  not  particularly  well  written.  Most  students  noted  that  open  market  sales  will  reduce 

and  not  increase  the  money  supply.  However,  most  did  not  note  that  a  multiple  contraction  would 
occur.  A  few  students  confused  open  market  operations  with  government  fiscal  policy. 

Q.5  The  general  results  on  this  question  were  somewhat  disappointing.  Most  candidates  that  selected  it  did 

not  associate  rising  incomes  with  increased  imports.  Furthermore,  given  an  increased  demand  for 
imports  many  students  could  not  translate  this  into  a  tendency  for  the  country’s  currency  to  depreciate. 
A  poorly  written  question. 

Q.6  Most  candidates  that  chose  this  question  did  well.  The  concept  of  opportunity  cost  was  well  understood. 

Only  a  few  students  argued  that  monetary  costs  represented  true  economic  cost,  e.g.,  $25  million. 

Q.7  This  question  was  reasonably  but  not  well  written.  Most  students  noted  that  under  competitive  demand 

conditions,  increased  wages  would  cause  the  quantity  of  labour  demanded  to  fall.  Few  students, 
however,  dealt  with  the  situation  of  monopsony  wherein  both  wages  and  employment  will  rise. 

Q.8  Students  that  chose  this  question  did  reasonably  well  given  that  it  required  considerable  insight.  Most 

did  not  fully  explain  the  side-conditions  that  must  hold  before  long  run  competitive  equilibrium  will  be 
synonomous  with  a  welfare  maximum,  however,  a  reasonable  level  of  understanding  of  what  long  run 
competitive  equalibrium  implies  was  evident. 

Q.9  Oddly,  this  question  was  not  particularly  well  written  even  though  it  was  straightforward.  Many 

students  did  not  mention  the  fact  that,  in  general,  multipliers  in  open  (trading)  economies  will  be  smaller 
than  those  in  closed  economies.  They,  therefore,  concluded  that  fiscal  policy  was  equally  effective  or 
ineffective  as  the  case  may  be  in  both  types  of  economies. 

Q.10  This  question  was  well  written  by  all  but  a  few  students  that  attempted  it.  Students  indicated  a  good 
understanding  of  the  crucial  assumptions  implicit  in  the  "Infant  Industry”  tariff  argument. 


44 


Q.ll 


This  question  was  only  moderately  well  answered  by  those  that  chose  it.  While  most  students  correctly 
agreed  with  the  statement,  many  did  not  explain  the  relationship  between  the  interest  sensitivity  of 
investment  and  the  effectiveness  of  monetary  policy,  i.e.,  the  tie-in  between  changes  in  the  money  supply 
and  changes  in  aggregate  demand. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
MARCH,  1981 

SUGGESTED  SOLUTIONS 


MARKS  TIME:  3  HOURS 

20  Q.  1 

(a)  The  impact  of  a  tax  is  where  the  tax  is  initially  placed  whereas  the  incidence  is  the  final 
resting  place,  i.e.  who  ultimately  pays  the  tax. 

(b)  A  deficit  budget  occurs  when  the  government  currently  spends  more  than  its  revenues 
whereas  a  deficit  in  the  balance  of  payments  occurs  when  the  sum  of  the  autonomous 
credit  transactions  is  less  than  the  sum  of  the  debit  transactions  in  a  country’s  external 
trade. 

(c)  Gross  National  Product  is  the  current  market  value  of  new  produced  goods  and 
services  determined  by  summing  up  all  the  factor  payments  required  to  get  them 
produced  whereas  Gross  National  Expenditure  measures  the  same  current  production 
by  summing  up  all  of  the  expenditures  made  to  purchase  the  goods  and  services. 

(d)  A  change  in  supply  occurs  when  the  supply  curve  shifts  because  of  some  underlying 
variable  changes,  e.g.,  technology,  resource  prices,  etc.,  whereas  a  change  in  the 
quantity  supplied  refers  to  a  movement  along  a  given  supply  curve  resulting  from  a 
change  in  the  price  of  the  good  or  service  in  question. 

(e)  Inflation  is  a  continuous  increase  in  the  general  price  level  whereas  an  inflationary  gap 
occurs  when  aggregate  demand  at  full  employment  is  greater  than  aggregate  supply. 
The  gap  is  the  amount  by  which  aggregate  demand  would  have  to  decrease  to  move  the 
equilibrium  level  of  income  back  to  full  employment. 

(f)  Substitutes  are  goods  or  resources  that  can  stand  in  the  place  of  one  another  whereas 
complements  are  goods  or  resources  that  are  usually  taken  together.  Substitutes  have 
positive  cross  elasticities  and  complements  have  negative  cross  elasticities. 

14  Q.  2  There  are  two  essential  points  that  should  be  covered.  The  first  is  that  inflation  does  not 
necessarily  harm  everyone.  It  tends  to  redistribute  income  away  from  fixed  income  persons 
to  active  wage  earners  and  profit  receivers  or,  in  a  general  context,  from  the  old  to  the  young. 
Clearly,  some  persons  may  be  better  off  as  a  result  of  inflation.  The  second  point  is  that 
unemployment  affects  more  than  just  those  that  are  unemployed.  Unused  resources  of  any 
type  imply  that  society  as  a  whole  is  foregoing  some  goods  and  services  it  could  enjoy. 
Furthermore,  society  as  a  whole  may  also  bear  costs  related  to  the  personal  effects  of 
unemployment  e.g.,  unemployment  insurance  benefits,  family  breakdown,  increased  crime, 
etc. 


11  Q.  3  The  statement  is  essentially  correct.  Since  there  are  too  few  resources  to  satisfy  all  human 
wants  in  every  economy,  rationing  must  occur  in  all  of  them.  The  actual  means  that  are  used 
to  ration  may  be  different  as  between  economies  however.  In  Canada  we  use  the  price 
system,  for  the  most  part,  while  in  the  socialist  countries  of  Eastern  Europe  centralized 
planning  is  used. 

11  Q.  4  The  sale  of  government  bonds  by  the  Bank  of  Canada  will  cause  chartered  bank  reserves  to 
fall  by  the  amount  of  the  sale  which  in  turn  will  cause  a  multiple  contraction  (decrease)  in  the 
money  supply  not  an  increase.  Therefore,  the  statement  is  clearly  false. 
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Q.  5  The  statement  is  correct.  When  income  increases  the  demand  for  imports  will  increase.  This 
will  cause  the  demand  for  foreign  exchange  to  increase.  This,  in  turn,  will  cause  the 
equilibrium  exchange  rate  to  rise  and  the  country’s  currency  to  depreciate,  i.e.  the  domestic 
currency  price  of  foreign  currency  will  rise. 

If  the  rise  in  G.N.P.  is  due  to  world  wide  recovery  from  a  recession  that  causes  exports  to 
increase  and  there  is  slack  in  the  economy,  then  the  exchange  rate  may  not  depreciate,  in  fact 
may  appreciate,  as  the  history  of  the  Canadian  exchange  rate  has  shown. 

Q.  6  The  statement  is  essentially  correct.  Based  on  the  notion  of  opportunity  cost,  genuinely 
unemployed  workers  have  no  alternative  to  being  without  work  so  putting  them  to  work  on 
say  public  works  project  does  not  involve  incurring  any  foregone  opportunity.  Therefore, 
the  true  economic  cost  is  zero  regardless  of  any  monetary  cost,  i.e.  the  assumed  $25  million.  ’ 

Q.  7  The  statement  is  not  necessarily  correct.  Higher  negotiated  wages  will  clearly  reduce 
employment  if  the  demand  side  of  the  labour  market  is  competitive,  e.g.,  if  composed  of 
many  small  independent  firms  purchasing  labour.  If  employers  have  some  monoposony 
power  or  if  the  trade  union  confronts  a  single  employer  group,  i.e.  a  bilateral  monopoly  case, 
then  an  increase  in  negotiated  wages  may  leave  employment  unchanged  or  actually  increase 
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Q.  8  The  statement  is  not  correct  as  it  stands.  It  is  true  that  long  run  competitive  equilibrium  will 
result  in  price  being  equal  to  long  run  marginal  and  average  cost  and  will  force  firms  to  use 
the  optimum  scale  of  plant.  These  are  desirable  results  but  they  do  not  constitute  a  welfare 
maximum  unless  several  side  conditions  are  also  satisfied.  The  distribution  of  income  must 
be  proper  ,  i.e.  the  right  people”  must  have  the  dollar  votes.  It  must  be  assumed  that 
peoples  tastes  are  correct”,  i.e.  people  know  what  is  best  for  them.  Furthermore,  private 
costs  as  seen  by  entrepreneurs  must  equal  true  social  costs  so  that  the  latter  guide  all 
production  and  consumption  decisions. 

Q.  9  The  statement  is  generally  incorrect.  The  strength  of  fiscal  measures,  e.g.  changes  in  taxes  or 
expenditures  depends  on  the  relevant  multipliers  appropriate  to  the  policy  actions.  Since  the 
relevant  multipliers  will,  in  general,  be  smaller  in  a  trading  economy  because  part  of  any 
increased  spending  will  leak  out  through  increased  imports,  fiscal  policy  will  be  stronger 
dollar  for  dollar  in  a  nation  that  does  not  trade. 

Q.  10  The  “Infant  Industry  Argument”  may  be  valid  in  principle  but  seldom  is  in  practice.  If  the 
two  implicit  assumptions  in  the  argument  are  in  fact  met  in  the  real  world  it  is  a  valid  reason 
for  tariffs.  First,  the  affected  industry  must  become  efficient  enough  to  compete  in  world 
markets  when  it  matures.  Secondly,  the  tariff  protection  must  be  removed  after  a  given 
period  of  time.  Usually,  neither  of  the  requirements  is  satisfied  so  the  argument  is  just 
another  fallacious  one.  The  statement  is  correct. 

Q.  1 1  The  statement  is  essentially  accurate.  Monetary  policy  works  via  a  change  in  the  money 
supply  causing  interest  rates  to  change  which  in  turn  then  causes  some  component  of 
spending  to  change.  The  more  sensitive  investment  expenditures  are  to  changes  in  interest 
rates  the  larger  the  effect  on  investment  and  ultimately  the  level  of  income  and  employment 
given  any  change  in  rates  that  results  from  monetary  policy. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
JUNE  1981 


MARKS 


TIME:  3  HOURS 


NOTE: 

Answer  BOTH  questions  in  PART  I  and  TWO  questions  in  PARTS  II,  III,  IV.  Do  not  answer 
more  than  a  total  of  eight  questions. 


20 


14 


PART  I  -  Answer  BOTH  questions. 

Q.  1  Distinguish  between  five  of  the  six  pairs  of  concepts: 

(a)  comparative  and  absolute  advantage 

(b)  transfer  and  wage  payments 

(c)  monopoly  and  oligopoly 

(d)  diminishing  returns  and  diminishing  marginal  utility 

(e)  elasticity  of  demand  (price)  and  income  elasticity 

(f)  economic  and  accounting  profit 

Q.  2  Here  in  Canada  we  can  observe  that  the  price  of  beef  goes  up  and  down  while  automobile 
prices  only  rise.  Therefore,  we  can  conclude  that  the  demand  for  beef  sometimes  increases 
and  sometimes  falls  while  the  demand  for  automobiles  increases  continuously. 

Do  you  agree  with  this  conclusion?  Explain  carefully. 
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II 


PART  II  -  Answer  TWO  questions  only. 

Q.  3  “If  there  were  no  economic  resources  there  would  be  no  reason  to  study  economic  processes 
and  no  discipline  called  economics.” 

Do  you  agree?  Explain. 

Q.  4  “Governments  levy  taxes  for  the  sole  purpose  of  providing  revenue  for  the  public  sector  with 
which  to  purchase  goods  and  services  from  the  private  sector.” 

Do  you  agree?  Explain. 

Q.  5  “Balance  of  Payments  equilibrium  requires  that  a  country's  exports  and  imports  of  goods 
and  services  must  be  equal.” 

Do  you  agree?  Explain. 
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PART  III  -  A  nswer  TWO  questions  only. 

Q.  6  “When  a  tax  is  placed  on  a  good  produced  by  a  competitive  industry  the  owners  of  capital 
invested  in  the  industry  may  pay  part  of  the  tax  in  the  short  run  but  will  pay  none  of  it  in  the 
long  run.” 

Does  this  statement  make  economic  sense?  Explain. 

Q.  7  “Monopolists  misallocate  resources  because  they  produce  too  much  output  which  results  in 
costs  being  higher  than  they  should  be." 

Does  this  statement  make  economic  sense?  Explain. 
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Q.  8  A  consumer  that  wishes  to  maximize  his  utility  should  arrange  his  purchases  so  that  the 
total  utility  gained  from  each  good  is  the  same.” 

Does  this  statement  make  economic  sense?  Explain. 


PART  IV  -  Answer  TWO  questions  only. 

Q.  9  “If  the  government  wished  to  increase  the  level  of  GNP  (GNE)  by  $10  billion  it  could,  in 
principle,  do  so  by  either  increasing  its  expenditures  or  reducing  taxes  by  $10  billion.” 
Do  you  agree?  Explain. 

Q.  10  The  public  debt  cannot  increase  indefinitely  without  the  economy  ultimately  going 
bankrupt  just  like  a  private  firm  would  if  its  expenditures  continuously  exceeded  its 
revenues.” 

Do  you  agree?  Explain. 

Q.  1 1  Open  market  purchases  by  the  Bank  of  Canada  would  be  an  appropriate  policy  action  to 
counteract  inflation  because  it  would  result  in  fewer  goods  being  available  to  the  general 
public.” 

Do  you  agree?  Explain. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ECONOMICS  104  EXAMINATION 
JUNE,  1981 

EXAMINER  S  COMMENTS 


General 

The  examination  results  were  very  good.  Students  should  be  reminded  to  read  the  questions  carefully  before 

answering  them.  Also,  care  should  be  taken  to  observe  the  examination  rules  as  specified  on  the  examination 

booklet(s). 

Specific 

Q.l  This  question  was  well  written  by  most  students.  Part  (d)  was  disappointing  in  that  many  that  chose  it 

defined  both  diminishing  returns  and  marginal  utility  as  being  synonomous  while  in  part  (e)  many 
candidates  were  not  able  to  define  income  elasticity.  In  part  (f)  some  students  asserted  that  opportunity 
costs  are  relevant  to  only  economic  profit  which  is  not  true  since  they  also  enter  explicit  costs  as  well  as 
implicit  costs. 

Q.2  Students  showed  considerable  insight  into  this  rather  subtle  question.  Most  correctly  concluded  that 

part  of  the  observed  phenomenon  was  relevant  to  supply  side  considerations.  Many  explicitly  discussed 
the  market  structures  of  both  the  beef  and  auto  industries  and  noted  how  they  were  relevant  to  price 
behaviour.  A  well  answered  question,  in  general. 

Q.3  Most  students  that  chose  this  question  did  reasonably  well  although  a  significant  number  clearly  did  not 

know  what  economic  resources  are  and  their  relationship  to  economic  scarcity.  Those  that  did 
understand  relative  scarcity  generally  did  very  well  in  tying  economics  as  a  discipline  to  the  process  of 
economizing  scarce  resources. 

Q.4  Generally,  this  question  was  adequately  but  not  particularly  well  written.  Most  students  tended  to  either 

answer  in  a  general  context  or,  if  a  more  specific  answer  was  given,  to  mention  perhaps  only  one 
additional  reason  for  taxation  other  than  to  acquire  resources  (allocation). 

Q.5  The  majority  of  students  that  chose  this  question  did  reasonably  well  and  noted  the  relationship  between 

autonomous  transactions  and  the  concept  of  equilibrium.  Some,  however,  asserted  that  as  a  final  resort 
induced  transactions  will  convert  a  disequilibrium  into  equilibrium,  e.g.,  sales  of  gold,  foreign  exchange 
reserves,  etc.  This  is,  of  course,  incorrect. 

Q.6  This  question  was  not  well  answered.  While  most  of  the  students  that  chose  this  question  correctly  stated 

that  tax  incidence  is  related  to  the  elasticities  of  supply  and  demand,  few,  in  turn,  discussed  its  relevance 
to  competitive  industries  where  long  run  equilibrium  implies  a  normal  rate  of  return  to  capital.  Only  a 
minority  of  students  integrated  the  short  run  and  long  run  adjustments. 

Q.7  This  question  was  quite  well  done  by  most  candidates.  They  clearly  had  a  good  grasp  of  monopoly 

behaviour,  e.g.,  artificial  scarcity,  divergence  of  price  and  marginal  cost,  etc.  However,  many  students 
could  not  or  did  not  explain  the  nature  of  the  misallocation,  e.g.,  why  the  divergence  between  price  and 
marginal  cost  is  a  misallocation  of  resources. 

Q.8  The  majority  of  students  that  chose  this  question  successfully  explained  the  process  of  utility 

maximization.  However,  a  significant  minority  failed  to  even  mention  the  prices  of  goods  and  services  or 
note  that  the  consumer  is  constrained  by  a  given  income  when  arranging  purchases. 

Q.9  This  question  was  generally  well  answered.  Only  those  students  that  appeared  poorly  prepared  failed  to 

recognize  the  impacts  of  increased  government  expenditures  and  decreased  taxes  and  that  the  relevant 
multipliers  are  different. 


50 


This  question  was  very  well  written  by  most  candidates.  Students  appeared  to  have  a  very  good 
understanding  of  the  concept  of  the  public  debt  and  potential  burdens  that  might  arise  from  it. 

This  question  was,  strangely  enough,  only  moderately  well  written  given  that  the  mechanics  of  open 
market  operations  are  straightforward  and  relatively  simple.  Many  students  could  not  distinguish 
between  the  effects  of  open  market  purchases  and  sales.  Furthermore,  a  substantial  number  incorrectly 
asserted  that  open  market  purchases  involves  the  government  buying  goods  from  the  private  sector. 
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SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


20  Q.  ' 

(a)  Comparative  advantage  refers  to  when  a  country  is  relatively  more  efficient  than  other 
countries  in  the  production  of  some  good  or  service  whereas  absolute  advantage  refers 
to  when  a  country  is  absolutely  more  efficient  than  other  countries  in  the  production  of 
some  good  or  service,  e.g.,  when  it  can  produce  more  output  for  a  given  input. 

(b)  A  transfer  payment  is  a  payment  made  to  individuals  where  no  current  service  is 
rendered  whereas  a  wage  payment  is  made  to  individuals  for  the  current  productive 
services  of  labour. 

(c)  Monopoly  is  a  market  structure  composed  of  one  single  firm  whereas  oligopoly  is  a 
market  structure  composed  of  a  few  large,  interdependent  firms. 

(d)  Diminishing  returns  refer  to  the  decline  in  the  marginal  physical  or  average  product  of 
a  variable  resource  as  more  of  it  is  added  to  fixed  resources,  whereas  diminishing 
marginal  utility  refers  to  the  decreasing  satisfaction  or  utility  that  additional  units  of  a 
good  will  yield  as  more  of  it  is  taken  holding  everything  else  equal. 

(e)  The  elasticity  of  demand  (price)  refers  to  how  the  quantity  demanded  of  a  good 
changes  when  the  price  of  the  good  changes  measured  in  percentage  terms  whereas 
income  elasticity  refers  to  how  quantity  demanded  changes  when  income  changes 
again  measured  in  percentage  terms. 

(0  Economic  profit  is  the  difference  between  total  revenue  and  total  costs  which  include 
both  implicit  and  explicit  costs  whereas  accounting  profit  is  the  difference  between 
total  revenue  and  explicit  costs  only. 

14  Q.  2  The  observations  suggest  that  the  beef  and  automobile  industries  are  quite  different  in  terms 
of  market  structures.  That  is,  the  observed  behaviour  is  more  likely  caused  by  differences  in 
the  supply  side  rather  than  by  the  demand  side  of  the  market.  Price  rigidity  in  a  downward 
direction  is  typical  of  oligopolistic  markets.  Therefore,  while  demand  changes  may 
contribute  to  the  explanation  of  why  prices  behave  differently  in  these  industries  supply 
considerations  would  be  more  significant. 

11  Q.  3  The  statement  is  correct.  Economic  resources  are  resources  that  are  scarce  relative  to  the 

demand  for  them,  i.e.  they  have  positive  prices.  If  resources  weren’t  scarce  we  wouldn’t  have 
to  be  concerned  about  how  they  were  allocated.  That  is,  there  would  always  be  enough  to 
satisfy  all  human  wants.  If  this  were  the  situation  there  would  not  be  any  discipline  devoted 
to  the  study  of  how  resources  are  allocated.  In  short,  there  would  not  be  a  study  of 
economics  as  it  is  devoted  to  the  study  of  allocating  scarce  resources  among  alternative 
competing  ends. 

II  Q  4  The  statement  is  incorrect  in  a  modern  context.  In  addition  to  providing  the  public  sector 

with  command  over  real  resources,  taxes  serve  a  number  of  other  functions  in  a  modern 
economy.  Taxes  can  also  be  used  for  redistributing  income,  the  regulation  of  economic 
activities  and  to  help  stabilize  the  economy  as  part  of  the  government’s  fiscal  policy. 
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Q  5 


Q.  6 


Q.  7 


Q. 


tBha‘a"“  of Payments  equilibrium  requires  that  the  sum  of  all  autonomous  credits  must  equal 

c  oun"  mu lTaZZ°Veb‘tS-  Th3t  a'gebraiC  SUm  °f  th£  balances  of  June 
accounts  must  equal  zero.  There  is  no  reason  why  the  balance  on  current  account  must  he 

be  offset  bySaU^ounr6"1  qUeSti°n'  A"y  imbalanCe  in  curre"‘  «>uld 

^“r£Mially  TrueCt- In  the  short  run  the  tax  wiU  result  in  consumers  paying  a 
f"  r?  h  ghf,rpnces  and  the  owners  of  capital  invested  in  the  industry  paying  a  part  by 
mcurnng  losses  because  of  a  lower  net  price.  However,  since  long  run  competitive 
equilibrium  requires  zero  economic  profits,  the  price  that  firms  receive  after  the  tax  is 
imposed  must  rise  enough  to  permit  capital  employed  in  the  industry  to  earn  a  normal  rate 

borne T  e,co"omic  losses  w'p  be  eliminated.  Therefore,  none  of  the  tax  will  be 

borne  by  capital  in  the  long  run. 

Monopolists  misallocate  resources  by  producing  where  price  is  greater  than  marginal  cost 
is  means  that  society  values  an  additional  unit  of  the  good  or  service  in  question  more 

assumed  “that  mo  !°  ™erefore-  monoPolis's  produce  too  little  output.  Since  it  is 

t  w  n  ?  monoP°hsts  have  'be  same  profit  maximizing  goal  as  perfect  competitors 
reasn  ,  a produceiany  glven  °u'PU'  at  the  lowest  possible  cost.  Therefore,  there  is  no 
reason  to  assume  that  the  monopolists  costs  are  higher  or  lower  than  they  need  be. 

The  statement  is  incorrect  because  it  makes  no  mention  of  the  prices  of  goods  and  the  role 

they  play  in  the  utility  maximization  process.  In  order  to  maximize  his  utility,  a  consumer 

Th°,r  s  athange  PUrC^aS"S  SUCfh  that  the  last  dollar  ^nt  on  each  good  yields  the  same  utility 

hv  K  n  he  mhargMaK  Ut  u‘ty  °f  the  last  Unlt  °f  each  g00d  Purchase<J  by  the  consumer  divided 
by  its  price  should  be  the  same. 


Q.  9  The  statement  is  incorrect  in  two  respects.  First,  it  ignores  the  multiplier  effects  through 
which  either  a  tax  decrease  or  expenditure  increase  affects  the  level  of  GNP.  That  is  both 
changes  required  would  be  less  than  the  $  1 0  billion  increase  in  income  desired.  Second,  the 
tax  multiplier  is  smaller  than  the  government  expenditures  multiplier  so  the  required  tax  cut 
would  have  to  be  more  than  the  increase  in  expenditure  to  attain  the  same  result. 

Q.  10  The  statement  is  misleading.  Increases  in  the  public  debt  will  not  ultimately  lead  to  a 
bankrupt  economy.  This  notion  is  based  on  an  analogy  between  public  and  private  debt  that 
is  not  appropriate.  Private  persons  or  firms  cannot  continually  spend  more  than  their 
incomes  but  the  federal  government  can  because  it  could  redeem  the  debt  by  money 
creation.  Furthermore,  the  analogy  between  public  and  private  debt  is  improper  because  in 
the  case  of  the  former  the  debt  is  owed  to  “ourselves".  Having  ruled  out  national  bankruptcy 
as  a  possibility,  however,  does  not  mean  that  increases  in  the  public  debt  may  not  have 
undesirable  effects  through  the  so-called  transfer  burden  or  because  the  proceeds  of  the 
borrowing  are  used  on  wasteful  expenditures. 

Q.  1 1  The  statement  is  wrong.  Open  market  purchases  by  the  Bank  of  Canada  would  be  an 
appropriate  policy  action  to  help  counteract  recession  and  unemployment.  Such  purchases 
would  increase  the  reserves  of  the  chartered  banks  and  thereby  permit  multiple  expansion  of 
the  money  supply  which  would  facilitate  new  spending.  These  results  would  only  increase 
any  existing  inflationary  pressure  in  the  economy.  Open  market  purchases  are  of 
government  bonds  and  not  of  goods  and  services  as  is  implied  in  the  statement. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
LAW  108  EXAMINATION 
MARCH,  1981 


INSTRUCTIONS: 


TIME:  3  HOURS 


1.  Read  carefully  and  follow  precisely  the  instructions  on  the  front  of  the  examination 
booklet  that  relate  to  the  way  in  which  your  answers  are  to  be  written.  You  must  double- 
space  your  answers  and  start  each  question  (but  not  necessarily  each  part  of  the 
question)  on  the  top  of  a  page. 


2.  List  on  the  inside  of  the  front  cover  of  the  examination  booklet  the  order  in  which  the 
questions  are  answered. 


3.  Be  sure  to  leave  a  margin  to  the  left-hand  side  of  all  your  writing. 

4.  The  examiner  will  assume  that  anything  written  on  any  of  the  left-hand  pages  of  the 
booklet  is  rough  work,  unless  a  clear  and  specific  statement  to  the  effect  that  such 
writing  is  part  of  the  answer  is  prominently  displayed. 


5.  You  may  assume  that  sufficient  facts  have  been  given  in  each  problem  to  enable  you  to 
answer  the  question.  If  you  consider  that  the  facts  are  inadequate,  however,  you  may 
make  any  reasonable  assumptions  about  any  additional  facts  that  you  believe  are 
necessary.  Be  careful  that  you  do  not  assume  facts  that  enable  you  to  avoid  facing  the 
issues  presented  by  the  question. 


6.  Before  answering  any  question,  read  the  question  carefully  and  determine  the  issues 
that  require  discussion.  Your  answer  should  be  confined  to  a  discussion  of  the  issues 
that  you  have  identified  and  should  be  concise  and  logically  presented. 


7.  Reasons  must  be  given  for  all  answers.  It  is  not  necessary  to  quote  relevant  section 
numbers,  if  a  statute  should  be  applicable.  An  understanding  of  the  substance  of  the 
statutory  provisions  is  of  primary  importance. 


Q.l  What  does  it  mean  to  say  that  the  decision  of  a  court  is  an  authoritative  guide  to  a 
subsequent  court? 


Q.2  Alan  agreed  to  build  an  extension  onto  a  store  owned  by  Cindy.  The  total  contract  price  was 
$30,000.  Alan  agreed  that  Cindy  would  pay  him  on  completion.  After  working  on  the  job 
for  two  months  Alan  got  a  better  job  from  someone  else,  so  he  told  Cindy  he  would  do  no 
more  work  for  her.  At  this  time  Alan  figured  that  the  extension  was  60%  complete  so  he 
demanded  that  Cindy  pay  him  $  18,000.  She  refused  to  pay  him  anything.  Alan  sued  her  for 
the  amount  he  alleges  was  due  to  him.  Assume  that  Alan’s  figure  of  60%  is  accurate. 


(9)  (a) 

(6)  (b) 


Must  Cindy  pay  Alan  anything? 

If  Cindy  has  to  pay  Alan  something  how  much  must  she  pay  if, 

(i)  it  will  cost  her  $20,000  to  have  the  remaining  40%  done; 

(ii)  it  will  cost  her  $10,000  to  have  the  remaining  40%  done. 
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Q.3 


Cathy  shipped  10  T.  V^sets  to  Edgar.  The  arrangement  between  them  was  that  Edgar  would 
only  pay  Cathy  when  he  sold  each  set.  The  amount  that  Edgar  was  to  pay  was  specified  but 
he  could  sell  for  whatever  price  he  wanted. 


(6)  (a)  What  steps  can  Cathy  take  to  protect  her  right  to  be  paid  by  Edgar  or  to  ensure  that  she 

can  be  paid  for  any  sets  that  he  sells,  whatever  he  may  do  with  the  money  he  is  paid? 

(6)  ( b)  Suppose  that  Edgar  sold  4  of  the  sets  and  paid  Cathy  the  agreed  price.  After  selling  no 

more  for  6  months,  Edgar  sold  one  to  Frances.  This  set,  which  remained  in  Edgar’s 
store,  and  the  remaining  sets  were  destroyed  by  fire.  Who  bears  the  risk  of  loss? 

Q.4  What  is  the  legal  effect  of  a  labour  union  being  certified  as  the  bargaining  agent  for  a  group 
of  employees,  and  what  features  would  you  expect  to  find  in  a  collective  agreement? 

Q.5  In  what  respects  is  it  preferable  for  a  person  to  receive  from  a  debtor  his  cheque  rather  than 
the  assignment  of  a  debt  owed  to  the  debtor  by  someone  else? 

Q.6  Gargantua  Ltd.  is  in  the  oil  and  gas  business.  One  of  its  products  is  sulphur  which  is 
natural  8as-  Gargantua  is  a  very  large  company  with  sales  of  over 
3>z, but), Out), 000  annually.  Gargantua  was  approached  by  Sulphurtech  Inc.,  another  very 
large  company.  Sulphurtech  wanted  to  buy  50,000  tons  of  sulphur  at  $8 .00/ ton.  The 
contract  was  negotiated  between  the  president  of  Sulphurtech  and  the  regional  sales 
manager  of  Gargantua.  An  agreement  was  reached  on  the  terms  proposed  by  Sulphurtech. 
Gargantua  s  board  of  directors  now  wants  to  get  out  of  the  contract  and  argue  that  Warner, 
the  regional  sales  manager,  had  no  authority  to  make  the  contract  on  behalf  of  Gargantua! 
Assuming  that  Warner  did  not  in  fact  have  the  authority  to  agree  to  any  contract  over 
$250,000,  and  that  Sulphurtech  had  no  notice  of  this,  what  are  the  legal  problems  facing 
Sulphurtech  if  it  wants  to  hold  Gargantua  to  the  deal,  and  what  arguments  could  be  made  to 
avoid  them? 


Q.7  Outline  the  requirements  affecting  a  widely-held  corporation  with  respect  to  disclosure  of 
financial  information. 

Q.8  It  has  been  said  that,  in  many  respects,  the  closely-held  corporation  resembles  a 
partnership.  Outline  why  this  statement  might  be  an  accurate  description  of  such  a 
corporation. 

Q.9  Outline  the  extent  to  which  the  duties  of  an  agent  to  his  principal  are  equivalent  to  the  duties 
owed  by  a  director  to  the  corporation  of  which  he  is  a  director,  and  the  reasons  why  this 
should  be  so. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


LAW  108  EXAMINATION 
MARCH,  1981 
EXAMINER  S  COMMENTS 


General 

The  overall  standard  of  the  papers  was  good.  Students  showed  that  in  most  cases  they  had  read  and  understood  the 
notes.  Such  mistakes  as  there  were  are  mentioned  in  the  context  of  the  individual  question. 

Students  continue  to  show  a  dogged  determination  neither  to  read  nor  follow  the  instructions  for  writing  the  exam. 
Those  students  who  do  so  seem  to  be  unaware  of  the  fact  that  the  instructions  are  there  so  that  the  examiner  can 
more  easily  read  the  papers  and  assess  their  quality.  A  failure  or  refusal  to  follow  the  instructions  usually  means  that 
the  examiner  is  not  about  to  show  any  good  will  or  to  give  even  benefit  of  the  doubt  to  the  paper  that,  as  a  result  of 
the  student’s  failure  to  do  what  the  instructions  require,  is  hard  to  read  or  hard  to  follow  from  question  to  question. 


Specific 


Q.l 


Q.2 


Q-3 


Q  4 


An  extraordinary  large  number  of  students  did  not  explain  what  “authoritative”  meant.  A 
repetition  of  the  word  is  not  an  explanation.  What  was  required  was  an  indication  that  an 
“authoritative  guide”  was  a  guide  that  a  subsequent  court  should  follow.  This  question  had 
nothing  to  do  with  the  respective  functions  of  trial  court  and  appellate  court  in  regard  to  fact¬ 
finding. 

(a)  What  was  required  here  for  high  marks  was  an  indication  that  the  student  realized  that  Alan’s 
breach  disabled  him  from  suing  on  the  contract,  but  that  he  could,  nevertheless,  sue  on  the  basis 
that  otherwise  Cindy  would  be  unjustly  enriched.  To  say  that  the  contract  is  a  “conditional 
contract”  is  meaningless  —  every  contract  is  “conditional”  in  one  sense.  This  term  should  not  be 
used.  Students  who  sat  on  the  fence  and  refused  to  say  what  might  happen  got  no  more  than  half 
marks. 

(b)  A  large  number  of  students  did  not  read  the  question  carefully.  It  asked  “How  much  must  Cindy 
pay  .  .  .?”,  not  '“How  much  must  Alan  pay?”  This  kind  of  carelessness  is  the  same  as  that 
exemplified  by  the  refusal  to  read  the  instructions. 

This  was  the  hardest  question  in  the  exam,  judging  from  the  average  mark.  The  question  was 
intended  to  point  out  the  problem  faced  by  a  seller  that  the  assertion  of  some  kind  of  security 
interest  in  goods  may  involve  a  risk  of  loss.  There  was  a  need,  therefore,  for  students  to  relate  what 
they  say  in  (b)  to  what  they  have  said  in  (a).  A  large  number  did  not  do  this. 

(a)  The  use  of  either  a  negotiable  instrument  or  a  finance  company  will  not  help  Cathy.  As  to  the  first, 
she  is  in  no  better  position  suing  on  a  cheque  or  promissory  note  than  she  is  suing  on  the  contract. 
As  to  the  second,  she  would  be  liable  if  Edgar  does  not  pay.  The  addition  of  a  seal  changes  nothing. 

(b)  Risk  passes  with  property  not  possession.  Cathy  owns  the  goods  until  they  are  sold  by  Edgar,  and 
the  sale  title  goes  to  Frances  NOT  to  Edgar.  The  only  way  that  Edgar  might  be  liable  is  because  of 
the  six-month  delay.  The  question  of  who  has  insurance  is  irrelevant. 

This  was  generally  very  well  done.  Very  few  students  got  less  than  a  pass  mark  and  those  who  did 
had  very  little  idea  of  what  a  union  was  for.  A  union  is  not  an  arbitrator,  mediator  or  conciliator. 


56 


Q.5 


Q.6 


Q.7 


Q.8 


Q  9 


This  quest, °n  was  poorly  answered  by  a  large  number  of  students.  In  general,  the  difficulty  seemed 

heiw  that  an  lncouect  assumPtlon  ^s  made,  namely,  that  the  question  dealt  with  the  difference 

stnT  In  ^  5 ^Ch<;qUe  3nd  3  CheqUC  'SSUed  by  a  third  P^'y  and  assigned  by  the  debtor  Most 

students  therefore,  deal,  w„h  the  difference  between  the  payee  of  a  cheque  and  a  holder  in  due 

course  which  was  not  the  pomt  of  the  question.  Others  discussed  the  problems  of  locating  and 
suing  a  third  party  as  opposed  to  the  original  debtor.  g 

ePven  TatihT  {°T™V'ZiJ that  there  ™re  problems  associated  with  an  assignment, 
even  if  all  the  problems  discussed  in  the  materials  were  not  specifically  mentioned. 

^dlscustt  IheTobf that  'hiS  qU:StIOn  dealt  With  apparent  authori‘y  a"d  did  an  adequate  job 
of  discussing  the  problems  surrounding  ,t.  The  students  who  scored  poorly  on  this  question 

focused  on  such  issues  as  Sulphurtech’s  duty  to  inform  itself  as  to  the  persons  with  authority  to 
make  binding  contracts  on  behalf  of  Gargantua. 

Students  who  discussed  the  possibility  of  subsequent  ratification  of  Warner’s  contract  by 

theXe'nTn^W  marks^A  number  of  students  also  suggested  that  Gargantua  be  bound  to 

the  extent  of  Warner  s  limit  and  that  a  new  contract  be  negotiated  for  the  balance  of  the  sulphur. 

Most  students  listed  the  disclosure  requirements  regarding  financial  statements  both  at  the  annual 
meeting  and  to  the  Securities  Commission  and  Stock  Exchange.  A  significant  number  also 
discussed  the  insider  trading  and  continuous  disclosure  provisions.  In  general,  the  students 
indicated  that  they  had  a  good  grasp  of  the  overall  scheme  of  disclosure  requirements  although 
they  occasionally  had  a  tendency  to  get  bogged  down  in  the  details  of  the  annual  financial 
statements  at  the  expense  of  the  other  elements  of  disclosure. 


his  question  was  m  general  fairly  well  answered  in  that  most  of  the  students  recognized  the  major 
similarity  as  being  the  lack  of  separation  of  ownership  and  management.  There  were  a  number  of 
students  who  expanded  on  this  and  as  well  discussed  some  of  the  other  similarities  indicating  an 
excellent  grasp  of  the  material. 


A  few  students  missed  the  point  of  the  question  entirely  and  proceeded  to  list  the  characteristics  of 
each  of  the  partnership  and  corporation,  concluding  that  there  were  a  few  minor  similarities  or 
none  at  all. 


The  students  knew  the  material  in  the  sections  on  the  duties  of  agent  to  principal  and  the  duties  of 
the  director.  They  were  able  to  relate  how  the  agents’  and  the  directors’  duties  are  equivalent.  They 
almost  all  understood  the  concept  of  “fiduciary”  duty  (although  a  surprisingly  large  number  could 
not  spell  “Fiduciary”).  They  were  slightly  less  successful  in  explaining  why  agents  and  directors 
both  have  fiduciary  duties. 

Many  did  not  point  out  the  power  of  the  agent  to  bind  the  principal  and  the  director  to  bind  the 
corporation.  For  those  who  did,  there  seemed  to  be  some  confusion:  they  may  not  feel  as 
comfortable  with  this  section  of  the  material  as  with  the  more  straightforward  sections  which  set 
out  the  duties  of  agent  to  principal  and  director  to  corporation. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
LAW  108  EXAMINATION 
MARCH,  1981 

SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


9  Q.  1  When  we  say  that  the  decision  of  a  court  is  art  authoritative  guide  to  future  courts  we  mean 
that  the  court  that  has  to  decide  a  factually  similar  case  must  follow  the  decision  of  the 
earlier  court.  If,  for  example,  the  Supreme  Court  of  Canada  decided  a  particular  dispute  by 
holding  that  the  party  who  breaches  a  contract  must  pay  damages,  then  every  other 
Canadian  court  must  decide  similar  cases  in  the  same  way.  A  decision  of_a .court  that  is 
higher  up  the  judicial  hierarchy  will  normally  be  regarded  as  an  authoritative  guide  to  lower 
courts. 


15 


12 


Q2 

(9)  (a)  Cindy  must  pay  Alan  something  or  otherwise  she  would  be  unjustly  enriched.  She 

must  pay  even  though  Alan  agreed  that  he  would  only  be  paid  on  completion.  She 
cannot  get  a  court  order  compelling  Alan  to  perform  his  promise. 

(6)  (b)  The  amount  that  Cindy  must  pay  will  be  determined  by  the  value  of  the  enrichment 

conferred  by  Alan,  and  generally,  this  will  be  determined  by  the  contract  amount. 
However,  Cindy  should  be  in  no  worse  position  that  she  would  have  been  had  Alan 
performed,  so  the  amount  she  must  pay  is: 

(i)  $10,000:($30,000  -  $20,000) 

(ii)  $18,000.  Alan  cannot  take  advantage  of  Cindy’s  good  fortune. 


Q.3 

(6)  (a)  Cathy’s  concern  is  to  protect  herself  from  the  creditors  of  Edgar.  She  can  do 

nothing  to  protect  herself  from  his  inability  to  pay. 

The  most  that  Cathy  can  do  would  be  to  register  her  interest  in  the  goods  under  either 
the  Conditional  Sales  Act  or  the  P.P.S.A.  This  will  protect  her  should  Edgar  go 
bankrupt.  It  may  also  protect  her  under  the  Act  of  Alberta  if  Edgar  sells  to  someone 
else.  She  will  not  be  protected  in  this  event  under  the  Act  of  B.C.  or  the  P.P.S.A. 

(6)  (b)  The  question  here  is  whether  the  property  (and  hence  risk)  has  passed  at  the  time  of 

the  fire.  If  Cathy  has  made  a  specific  agreement  with  Edgar  about  the  passing  of 
property,  that  will  govern.  If  they  have  not,  then  the  provisions  of  the  Sale  of  Goods 
Act  apply.  The  relevant  rule  is  s.20  Rule  4,  “Sale  on  approval”  or  “sale  or  return.” 
Edgar  will  be  liable  for  the  agreed  price  of  the  set  sold  to  Frances.  This  comes  under 
part  (i)  of  Rule  4.  The  remaining  sets  may  or  may  not  come  under  part  (ii)  of  Rule  4 
depending  on  whether  Edgar  has  had  the  sets  for  more  than  a  reasonable  time.  This 
may  be  termed  a  sale  or  consignment,  but  s.20  applies  here  too. 


12 


9 


Q.4  The  legal  effect  of  certification  is  that  the  union  becomes  the  sole  bargaining  agent  and  the 
employer  is  bound  to  negotiate  with  the  union  over  a  collective  agreement.  A  collective 
agreement  willset  out  the  terms  and  conditions  of  employment)  Tates  of  pay,  hours  of  work, 
etc.,  and  will  provide  for  binding  arbitration  in  the  event  of  disputes  during  the  term  of  the 
contract. 

Q.5  The  person  receiving  the  cheque  would  not  be  a  holder  in  due  course  but  would  only  be  the 
payee.  The  advantage  of  the  cheque  would  be: 

(i)  No  notice  has  to  be  given  to  the  debtor’s  debtor. 

(ii)  The  are  no  “equities”  between  the  debtor  and  the  bank  on  which  the  cheque  is  drawn 
that  can  defeat  the  claim  to  payment  by  the  bank. 

(iii)  The  cheque  can  easily  be  transferred  to  another  party. 
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10 


Q.6 


Q.7 


12 


Q.8 


12 


Q.9 


The  basic  rule  is  that  P  is  not  bound  by  the  acts  of  A  when  A  is  exceeding  his  authoritv  This 
would  mean  that  Sulphurtech  (T)  could  not  hold  Gargantua  (P)  to  the  contract  Sulphurtech 
can,  however,  argue,  that  Warner  (A)  had  the  appearance  of  authority.  As  regional  sales 

of  cm,rlhe  T  beuxpuecteu  t0  h3Ve  the  authorit>' t0  make  a  deal  involving  $400,000  It  is 
of  course,  unclear  whether  the  argument  would  be  successful  or  not. 

In  a  widely-held  corporation,  the  financial  affairs  of  the  corporation  are  public.  The 
rporation  has  to  publish  an  audited  financial  statement  annually  for  the  shareholders’ 

mformltiOTAmhes011  ?  “  °n  3  St°Ck  exchan8e  has  to  publish  additional  interim 
information. -At  the  same  time,  the  corporation  may  have  to  publish  a  prospectus  if  it  wants 

ncen  ,Ve  to  he  Capit3‘ fr°m  the,  Publlc'  regarding  insiders  ijy  also  provide  some 
incentive  to  the  corporation  to  release  financial  information. 

In  a  closely-held  corporation  there  will  usually  be  a  small  number  of  shareholders,  so  few 
that  a  partnership  would  be  possible.  The  shareholders  can  control  who  may  become  a 
shareholder  and  they  can  determine,  through  a  unanimous  shareholders’  agreement  how 
the  coloration  shall  be  run.  The  board  of  directors  will  often  be  the  shareholders  and’there 
ill  be  no  clear  differentiation  between  the  functions  of  management,  of  the  board  and  the 
investors. 

The  agent  and  the  director  are  both  put  in  positions  where  the  principal  or  the  corporation 
(and  those  the  corporation  represents)  must  trust  them  implicitly.  Both  the  agent  and 
director  are  in  a  situation  where  they  have  opportunities  to  profit  at  someone  else’s  expense. 

1  he  director,  in  particular,  may  be  in  a  position  (with  perhaps  the  other  directors)  to  use  the 
money  put  up  by  the  shareholders  for  his  (or  their)  personal  profit.  Both  the  director  and  the 
agent  are  held  by  the  law  to  owe  a  fiduciary  duty  to  the  corporation  or  principal.  Such  a  duty 
is  a  duty  of  goodfaith  performance  of  the  responsibility  that  such  a  person  has.  The  duty  will 
be  breached  if  the  agent  or  director  gets  into  a  position  where  his  duty  to  his  principal  or  to 
the  corporation  conflicts  with  his  personal  interest.  Director  can  bind  company  in  the 
ordinary  course  of  business. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 
LAW  108  EXAMINATION 
JUNE,  1981 


TIME:  3  HOURS 

INSTRUCTIONS: 

1.  Read  carefully  and  follow  precisely  the  instructions  on  the  front  of  the  examination 
booklet  that  relate  to  the  way  in  which  your  answers  are  to  be  written.  You  must  double- 
space  your  answers  and  start  each  question  (but  not  necessarily  each  part  of  the 
question)  on  top  of  a  page. 

2.  List  on  the  inside  of  the  front  cover  of  the  examination  booklet  the  order  in  which  the 
questions  are  answered. 

3.  Be  sure  to  leave  a  margin  to  the  left-hand  side  of  all  your  writing. 

4.  The  examiner  will  assume  that  anything  written  on  any  of  the  left-hand  pages  of  the 
booklet  is  rough  work,  unless  a  clear  and  specific  statement  to  the  effect  that  such 
writing  is  part  of  the  answer  is  prominently  displayed. 

5.  You  may  assume  that  sufficient  facts  have  been  given  in  each  problem  to  enable  you  to 
answer  the  question.  If  you  consider  that  the  facts  are  inadequate,  however,  you  may 
make  any  reasonable  assumptions  about  any  additional  facts  that  you  believe  are 
necessary.  Be  careful  that  you  do  not  assume  facts  that  enable  you  to  avoid  facing 
the  issues  presented  by  the  question. 


6.  Before  answering  any  question,  read  the  question  carefully  and  determine  the  issues 
that  require  discussion.  Your  answer  should  be  confined  to  a  discussion  of  the  issues 
that  you  have  identified  and  should  be  concise  and  logically  presented. 

7.  Reasons  must  be  given  for  all  answers.  It  is  not  necessary  to  quote  relevant  section 
numbers,  if  a  statute  should  be  applicable.  An  understanding  of  the  substance  of  the 
statutory  provisions  is  of  primary  importance. 

12  Q.l  What  advantages  are  obtained  by  the  use  of  administrative  boards? 

9  Q.2  What  principles  underlie  the  awarding  of  damages? 

12  Q.3  You  want  to  buy  a  small  business,  XYZ  Manufacturers  Ltd.  The  seller  tells  you  during  the 

negotiation  that  the  business  can  be  expected  to  earn  a  gross  income  of  $10, 000/month  for 
the  next  year.  Which  of  the  following  clauses  would  you  prefer  to  have  in  your  formal 
agreement  and  why  ? 

(a)  “I  (vendor)  promise  that  the  gross  income  of  XYZ  Manufacturers  Ltd.  will  amount  to 
at  least  $10,000/month  for  the  year  following  the  date  of  this  agreement.” 

(b)  “I  (vendor)  agree  that  if  the  gross  income  of  XYZ  Manufacturers  Ltd.  is  less  than 
$10, 000/month  for  the  year  following  the  date  of  this  agreement,  the  purchaser  shall 
be  discharged  from  any  further  obligation  to  perform  the  agreement.” 
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9 

12 


10 

12 

12 
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Q.4  Explain  the  following  terms  and  their  significance  and  effect  in  the  law  of  sales: 


(3) 

(a) 

Ascertained  goods 

(3) 

(b) 

Specific  goods 

(3) 

(c) 

Condition 

(3) 

(d) 

Stoppage  in  transit 

Q  .5  Why  are  the  legal  requirements  for  talcing  security  when  the  creditor  takes  or  has  possession 
of  the  thing  which  is  the  security,  different  from  those  that  apply  when  the  debtor  has  pos¬ 
session? 

Q.6  Jason  wanted  to  run  a  dancing  school.  He  approached  his  friend  Carol  who  owned  a  large 
house.  She  agreed  that  Jason  could  use  one  of  her  rooms.  Jason  originally  planned  to  pay  a 
fixed  sum  for  the  use  of  the  room,  but  he  found  this  to  be  a  financial  strain  when  he  first  got 
going.  Carol  then  agreed  to  accept  40%  of  Jason’s  net  profits  as  rent.  Jason  has  paid  Carol 
this  amount  for  a  number  of  years.  Carol’s  house,  through  Jason’s  efforts,  has  become  well 
identified  as  a  focus  for  dance  students.  Carol  now  wants  to  lease  another  room  in  her  house 
to  Mirabel  who  also  wants  to  run  a  dancing  school. 

Does  Carol  have  any  problems  in  making  any  arrangement  with  M  i  rabel?  What  can  she  do 
to  avoid  them? 

Q  7  Discuss  the  differences  between  widely-held  and  closely-held  corporations  with  respect  to 
the  shareholders’  right  to  control  and  participate  in  management. 

Q.8  Explain  briefly  the  following  terms: 


(3) 

(a) 

Sell  short. 

(3) 

(b) 

Articles  of  incorporation. 

(6) 

(c) 

The  right  of  pre-emption. 

Q.9  What  are  the  duties  imposed  on  the  directors  of  a  widely-held  corporation?  Outline  the 
kinds  of  duties  that  are  imposed,  and  the  reasons  for  them. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


LAW  108  EXAMINATION 
JUNE,  1981 

EXAMINER  S  COMMENTS 


General 


The  general  standard  of  the  papers  was  not  good,  particularly  in  comparison  with  the  results  achieved  in  the  March, 

1981  exam.  There  were,  however,  a  significant  number  of  students  who  did  very  well.  This  indicates  that  the  exam 

was  not  unfair,  though  it  may  have  been  more  difficult  than  the  preceding  one. 

Specific 

Q.l  There  was  much  confusion  between  administrative  boards  and  professional  bodies,  like  the  CGA, 

professional  licensing  bodies,  audit  and  executive  committees  of  a  Board  of  Directors.  There  was  no 
justification  for  such  confusion.  Students  should  at  least  be  prepared  to  assume  that  what  is  wanted  in 
question  1  is  a  discussion  of  what  is  found  in  Lesson  1 .  Students  who  were  confused  in  this  way  got  very 
few,  if  any,  marks.  Those  who  avoided  this  mistake  generally  did  very  well. 

Q.2  This  question  was  poorly  done.  The  typical  answer  dealt  with  the  circumstances  giving  rise  to  breach, 

e.g.,  breach  of  warranty,  etc.  and  not  the  principles  governing  the  amount  of  damages.  For  some  reason 
that  is  not  clear,  there  were  several  papers  where  the  problems  of  insurable  interest  were  discussed.  Once 
again,  those  who  saw  the  issue  tended  to  do  very  well. 

Q.3  This  question  was  poorly  done.  Most  students  chose  clause  (b)  as  the  preferable  one  but  had  only  the 

haziest  idea  of  why  it  would  be  better. 

Q.4  Generally  well  done.  The  most  difficulty  was  experienced  with  the  explanation  of  “ascertained  goods”. 

Q.5  This  question  was  poorly  done.  There  was  considerable  confusion  with  creditors’  remedies  and  the 

problem  of  repossession  in  the  event  of  default.  Very  few  students  understood  the  significance  of  the 
fact  that  the  debtor  had  possession. 

Q.6  A  great  deal  of  imagination  was  shown  in  this  question  by  those  students  who  did  not  spot  the 

partnership  issue.  There  were  long  discussions  of  the  lease  and  problems  of  zoning  and  a  very  wide 
variety  of  problems  were  discussed.  Once  again,  students  should  remember  that  the  exam  nearly  always 
follows  the  lesson  notes  and  that  the  notes  are  not  concerned  with  zoning  or  leases.  Students  who 
discussed  such  matters  got  no  marks. 

Q.7  This  question  was  well  done.  Most  students  mentioned  the  distinction  between  the  active  and  passive 

role  of  the  shareholders  in  each  kind  of  corporation. 

Q.8  This  question  was  generally  well  done.  Part  (a)  “sell  short”,  caused  the  most  difficulty. 

Q.9  This  question  was  well  done.  Most  students  mentioned  the  fiduciary  duty  and  many  mentioned  the  duty 

of  care,  diligence  and  skill.  Few  students  mentioned  all  of  the  duties. 
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SUGGESTED  SOLUTIONS 


MARKS 

12  Q.l 


TIME:  3  HOURS 

(a)  They  can  develop  expertise  in  narrow  areas  and  are  better  able  than  a  legislative  body 
to  make  detailed  policy  decisions  about  matters  coming  within  their  area  of  expertise; 

(b)  They  can  offer  cheaper  and  more  efficient  methods  for  dealing  with  certain  kinds  of 
issues;  and 

(c)  They  can  permit  public  participation  in  their  rule  making  process  that  would  be 
impossible  for  parliament  to  provide. 


Q.2  Damages  are  said  to  compensate:  to  put  the  plaintiff  in  the  position  that  he  would  have  been 
m  had  the  defendant  performed  his  contract.  Alternatively,  damages  can  be  awarded  for 
reliance  for  the  harm  caused  to  the  plaintiff  who  has  relied  on  the  defendant’s  promise.  As 
a  special  case  of  reliance,  damages  may  be  awarded  to  prevent  the  unjust  enrichment  of  the 
defendant. 


Q.3  Clause  (a)  is  a  warranty  and  gives  a  remedy  in  damages  for  breach.  (Such  a  remedy  is  only 
good  as  a  claim  for  money  from  the  vendor ;  if  vendor  is  insolvent,  the  claim  is  worthless  ) 
If  the  price  is  not  paid  in  full  at  the  end  of  the  year,  the  purchaser  may  be  adequtelv  nro- 
tected. 


Clause  (b)  makes  the  earning  of  the  specified  gross  income  a  condition  of  the  contract.  This 
will  allow  the  purchaser  to  get  out  of  the  deal  if  the  income  is  not  earned.  The  difficulties  with 
this  remedy  are: 

(i)  the  court  may  be  unsympathetic  to  the  relief  claimed  if  the  discrepancy  between 
specific  and  actual  income  is  slight,  and 

(ii)  the  purchaser  may  lose  his  right  to  object  if,  for  example,  only  the  first  month  falls 
short  and  the  purchaser  remains  in  possession. 


12  Q.4 

(2)  (a)  Ascertained  goods  are  goods  that,  for  example,  have  been  separated  from  a  large 

quantity  of  goods  of  the  same  sort.  No  property  can  pass  to  the  buyer  until  goods  have 
been  ascertained. 


(3)  (b)  Specific  goods  that  can  be  separately  identified  immediately  when  the  contract  is  made, 

e.g.,  a  particular  car.  A  sale  of  a  specific  good  can  pass  title  to  the  buyer  as  soon 
as  the  contract  is  made.  Risk  of  loss  and  rights  to  the  goods  in  the  event  of  the 
seller’s  bankruptcy  pass  with  property. 

(3)  (c)  A  condition  is  a  term  of  the  contract  sufficiently  important  to  give  an  excuse  for  further 

performance  in  the  event  of  its  breach.  A  condition  may  expressly  set  out  that  such  a 
consequence  will  follow  or  the  consequence  may  be  inferred.  The  usage  of  the  word  in 
the  S.G.A.  is  not  the  same  as  that  in  the  general  law  of  contract  when  a  condition  will 
often  refer  to  an  event  that  is  so  serious  for  one  side  as  to  offer  an  excuse  for  further 
performance. 

(3)  (d)  Stoppage  in  transit  is  the  right  of  the  seller  to  recover  goods  that  are  in  transit  (i.e.,  in 

the  possession  of  the  carrier)  at  the  time  that  the  seller  hears  that  the  buyer  has  become 
insolvent.  The  seller  is  able  by  this  means  to  prevent  the  goods  becoming  part  of  the 
insolvent  buyer’s  assets. 
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9 


12 

10 

12 


12 


100 
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Q.5  When  the  creditor  has  possession,  no  other  party  can  acquire  an  interest  without  the  consent 
of  the  creditor.  Registration  is,  therefore,  not  necessary  in  this  case  as  it  is  when  the  debtor 
has  possession,  for  then  possession  can  be  transferred  to  someone  else  and,  unless  the 
creditor  has  registered  his  interest  his  claims  may  be  defeated  by  the  rights  of  a  purchaser  in 
good  faith  and  for  value. 

Q.6  It  is  possible  that  Jason  and  Carol  are  partners.  They  were  sharing  profits  rather  than  gross 
receipts.  See,  Partnership  Act  s.4(c).  If  Carol  and  Jason  are  partners,  then  Carol  owes  Jason 
a  fiduciary  duty:  s.31.  In  particular,  Carol  may  be  caught  by  s.32  since  she  may  now  be 
involved  in  competition  with  Jason.  To  avoid  any  possible  problem  she  must  either  get 
Jason’s  consent  or  dissolve  the  partnership  with  Jason. 

Q.7  In  a  widely-held  corporation,  the  shareholders  have  the  right  to  elect  the  board  of  directors 
but,  apart  from  that,  and  a  few  major  decisions  like  the  sale  of  a  substantial  proportion  of 
the  corporation’s  assets,  they  have  no  further  right  to  participate.  Their  power  to  remove  the 
board  at  an  annual  meeting  is  their  only  right  to  control  management  except  as  they  may 
intervene  through  a  derivative  action  if  a  group  is  being  victimized. 

In  a  closely-held  corporation,  on  the  other  hand,  the  shareholders  will  often  be  mangement 
and  the  board  of  directors,  and  the  separation  of  functions  will  often  be  impossible. 

Q.8 

(3)  (a)  To  sell  shares  that  one  does  not  own,  delivery  to  be  made  in  the  future,  at  which  time 

shares  to  fulfill  the  contract  will  be  bought,  it  being  hoped  that  the  price  will  have 
dropped  in  the  meantime. 

(3)  (b)  The  “articles  of  incorporation”  are  the  corporation’s  constitution.  They  must  include 

(CBCA  s.6;  Notes  p.  8:4);  name  of  corporation,  address  of  registered  office,  classes  and 
maximum  number  of  shares  to  be  issued,  rights  to  transfer  shares,  number  of  directors, 
etc. 

(6)  (c)  The  right  of  an  existing  shareholder  to  purchase  newly  issued  shares  of  the  corporation 

in  an  amount  proportional  to  the  number  of  shares  in  the  corporation  he  now  owns.  A 
shareholder  owning  20%  of  a  corporation’s  issued  shares  would,  under  a  right  of  pre¬ 
emption,  have  the  right  to  buy  20%  of  any  new  issue  so  that,  after  the  new  issued  has 
been  sold,  his  proportion  of  the  issued  shares  would  remain  at  20%. 

Q.9  The  duties  are: 

(a)  the  duty  of  care,  diligence  and  skill, 

(b)  fiduciary  duties, 

(c)  specific  statutory  duties. 

The  reason  for  these  is  to  give  a  remedy  to  those  who  have,  of  necessity,  to  trust  the  skill  and 
integrity  of  the  directors.  Directors  are  required  to  exercise  good  business  judgment  and  to 
resist  the  temptation  to  make  a  personal  profit  out  of  their  office  at  the  expense  of  the 
corporation.  Certain  specific  statutory  duties  (e.g.,  the  duty  to  reimburse  the  corporation 
for  an  unlawfully  declared  dividend)  are  imposed  to  ensure  that  directors  clearly  realize  the 
consequences  of  acts  that  may  harm  either  shareholders  or  creditors. 


END  OF  SOLUTIONS 
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Marks 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 

MANAGERIAL  STATISTICS  203  EXAMINATION 
March,  1981 


NOTE:  Show  (///"calculations. 


Time:  3  Hours 


10  Q  I  For  each  of  the  following  ten  statements  determine  which  word  in  the  brackets  makes  the 
statement  true.  Enter  that  word  opposite  the  statement  letter  in  your  answer  booklet. 

(I)  (a)  A  “less  than "  ogive  is  s-shaped  and  slopes  (up.  down)  and  to  the  right 

( 1 )  (b)  The  closer  the  sample  means  are  grouped  around  the  population  mean,  the  higher  is  the 

(precision,  accuracy)  of  the  estimation  ot  the  population  mean  by  the  sample  means. 

*  I  >  (c)  The  rejection  of  a  null  hypothesis  when  it  is  actually  (true,  false)  is  called  a  Type  I  error. 

(I)  (d)  The  class  mark  is  the  average  ot  the  stated  lower  and  upper  class  (intervals,  limits). 

(1)  (e)  The  interpretation  of  the  coefficient  of  determination  is  based  upon  the  assumption  of 

normally  distributed  Y  values  with  equal  (means,  variances). 

( I )  (ft  A  characteristic  of  hypothesis  testing  is  that  by  increasing  the  probability  of  Type  I  error 

we  also  (lower,  increase)  the  probability  of  Type  II  error. 

( I )  (g)  In  linear  regression  analysis  a  linear  relationship  is  assumed  toexist  between  the  variable  X 

and  the  (dependent,  independent)  variable  Y. 

( I )  (h)  When  constructing  a  frequency  polygon,  plotted  points  are  measured  along  the  horizontal 

axis  corresponding  to  class  (limits,  marks). 

( I )  (i)  The  data  array  is  a  (convenient,  cumbersome)  form  for  displaying  large  quantities  of  data. 

(1)  (j)  Open-ended  classes  are  appropriate  for  data  lists  that  are  not  (exclusive,  exhaustive). 
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10  Q.  2  The  manager  of  a  jewelry  store  wishes  to  determine  the  relationship  between  the  type  of 
customer  and  the  type  of  payment.  She  has  collected  the  following  data: 

Payment 


Customer 

Cash 

Credit 

Female 

70 

50 

Male 

40 

40 

10 


10 


Required: 

What  is  the  probability  that  if  a  customer  is  selected  at  random: 

(3)  (a)  The  customer  is  female  and  buys  on  credit? 

(7)  (b)  The  customer  is  male  or  pays  cash? 

Q.  3  The  number  of  days  between  billing  and  payment  of  charge  accounts  of  a  large  department 
store  is  approximately  normally  distributed  with  a  mean  of  20.0  days  and  standard  deviation  of 
6.0  days. 

Required: 

What  percentage  of  the  bills  will  be  paid  (assume  continuous  data): 

(6)  (a)  Between  26.0  and  35.0  days? 

(4)  (b)  How  many  days  beyond  the  mean  (20  days)  will  99 c/c  of  the  bills  be  paid? 

Q.  4  The  manager  of  Regeancy  Trust  Company  knows  that  errors  in  account  statements  cause 
customers  to  switch  to  other  institutions  for  banking  services.  He  believes  that  the  percentage 
of  statements  with  errors  is  about  5c/c.  but  wants  to  know  the  true  error  percentage. 

Required: 

(6)  (a)  What  sample  size  is  required  to  estimate  the  true  error  percentage  with  a  maximum  error  in 

estimation  of  29 'c  and  confidence  level  of  0.95?  Assume  a  normal  probability  distribution. 

(4)  (b)  Show  how  the  sample  siz.e  changes  if  the  maximum  error  in  estimation  is  1%  instead  of 

2%. 


15  Q.  5  A  company's  financial  manager  is  concerned  about  the  increasing  cost  of  travelling  expenses 
for  employees.  He  claims  the  average  travel  expense  voucher  is  three  hundred  dollars.  The 
company's  auditor  takes  a  random  sample  of  25  travel  expense  vouchers  from  a  file  of  600  such 
vouchers.  He  calculates  the  mean  to  be  $321 .50  with  a  standard  deviation  of  $55.50.  Assume  a 
normally  distributed  population. 

Required: 


(2)  (a)  Is  a  one-tailed  or  a  two-tailed  test  of  significance  appropriate? 

Why? 

(7)  (b)  Does  the  auditor's  sample  evidence  support  the  financial  manager's  claim? 

Use  a  =  .05. 


(6) 


E203M8I 


(e)  Using  the  sample  information,  construct  a  959 'c  confidence  interval  for  the  mean  value  of 
the  travel  expense  vouchers.  Does  this  confidence  interval  include  the  financial  manager's 
claimed  average  value  of  travel  expense  vouchers? 
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Q.  6  The  quarterly  profits  for  Richmond  Resources  Ltd.  for  9 


Year 

Quarter 

Profits  ($'<)()«) 

1978 

1 

32 

2 

38 

3 

37 

4 

33 

1979 

1 

36 

2 

43 

3 

42 

4 

37 

1980 

1 

35 

The  quartei  s  are  coded  with  the  first  quarter  ot  1 979  equal  to  zero,  and  the  following  values  are 
calculated: 

IxY  =  29.  =  60,  2Y'  =  12429. 


Required: 

(3)  (a)  Calculate  the  trend  line  for  the  quarterly  profits,  and  give  the  origin  (carry  four  decimal 

places  in  calculations). 

(7)  (b)  Calculate  the  coefficient  of  correlation  for  the  profit  data.  What  percentage  of  the  variation 

in  profits  is  explained  by  the  trend  line? 

(5)  (c)  The  quarterly  seasonal  indexes  for  quarterly  profits  are  as  follows: 

Quarter  Seasonal  Index 

1  95 

2  I  It) 

3  105 

4  90 

Forecast  the  profits  for  the  company  for  the  second  quarter  of  1980. 
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Q.  7  The  manager  of  the  corner  store  desires  to  determine  how  many  cartons  of  buttermilk  to  stock 
on  a  daily  basis.  Buttermilk  costs  V70  a  carton  to  the  store  and  retails  for  $1 .00  a  carton. 
Buttermilk  left  unsold  at  the  end  of  the  day  must  be  disposed  of  due  to  inadequate  refrigeration 
facilities.  From  past  experience,  the  manager  has  compiled  the  following  pattern  of  sales. 


No.  of  cartons  No.  of  days  on  which 

sold  per  day  level  of  sales  occurred 


3 

4 

5 


15 

50 

35 


Required: 

(1)  (a)  Calculate  the  relative  frequency  distribution  for  the  number  of  cartons  sold  per  day. 

(9)  (b)  Construct  the  conditional  loss  table. 

(4)  (c)  Use  the  expected  loss  method  to  determine  how  many  cartons  of  buttermilk  to  stock  each 

day. 

( 1 )  (d)  What  is  the  value  of  perfect  forecast  information  on  the  number  of  cartons  to  stock  each 

day? 

Q.  8  The  accountant  for  Ajax  Metals  Ltd.  has  taken  a  sample  of  9  sales  receipts  for  half-inch  copper 
tubing  from  a  file  of  300  such  receipts,  and  has  recorded  the  number  of  meters  of  tubing  for 
each  sale  as  follows: 

2.1.  8.4,  7.0.  3.4.  4.2.  7.8.  5.6.  9.5.  6.0 


Required: 

The  accountant  wishes  to  have  the  following  statistical  calculations  made: 


(3) 

(a) 

mean  and  median 

(3) 

(b) 

quartile  deviation 

(6) 

(c) 

standard  deviation 

(3) 

(d) 

standard  error  of  the  mean 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


MANAGERIAL  STATISTICS  203  EXAMINATION 
MARCH,  1981 
EXAMINER'S  COMMENTS 


Specific 


Q.l 

Q.2 


Q-3 


Q.4 


Q.5 


Most  often  wrong:  (a),  (b),  (e),  (j) 
Most  often  correct:  (c),  (d),  (g),  (h) 


(a) 


Most  common  errors  in  calculating  the  joint  probability  were: 


120  _90 
200  200 


or 


120  50 

200  200 


(b)  Well  answered,  but  the  usual  error  was 

P(A)  3"  P(B)  -  [P(A)  X  P(B)],  As  males,  B  =  pays  cash. 

A  and  B  are  not  statistically  independent  events. 

(a)  The  most  common  errors  where: 

2  =  1  =  .3413;  Z  =  2.5  =  .4938.  The  correct  statements  are: 

Z  =  1,  P(04z4l)  =  .3413;  Z  =  2.5,  P(04Z42.5)  =  .4938. 

(b)  Very  often,  the  Z  value  for  99%  probability  was  incorrectly  calculated. 


This  question  was  the  most  difficult  one  on  the  exam,  and  most  frequently  wrong  or  not 
attempted. 

(a)  Students  did  not  use  the  correct  formula, 

Z  -  x/n  -  p  ,  and  very  often  calculated  a-  incorrectly,  (x/n  -  p  =  .02) 

ap 

(b)  This  part  was  usually  correct  if  (a)  was  done  correctly.  Students  got  full  marks  for  this  part  if  the 
answer  obtained  was  4  times  the  answer  in  part  (a). 


(a)  Many  students  failed  to  recognize  a  one-tailed  test. 

(b)  Because  of  the  small  sample,  the  (-distribution  was  to  be  used.  Many  students  used  Z  values,  and 
some  obtained  incorrect  values  for  t. 


Q.6 


(c)  Z  values  and  incorrect  values  for  t  were  often  used.  Some  students  used  M  =  300  instead  of 
x  =  321.50  when  calculating  the  confidence  interval. 

(a)  Most  students  failed  to  give  the  correct  origin.  Acceptable  answers  were:  February  14,1979; 
February  15,  1979;  February  16,  1979;  mid-February,  1979. 

(b)  Some  students  used  the  incorrect  formula  (formula  for  Se  instead  of  r2).  Many  students  erred  in 
saying  that  36%  (r)  of  the  variation  in  profits  is  explained  by  the  trend  line,  instead  of  13%  (r2). 

(c)  The  most  common  error  was  an  incorrect  value  for  x  (number  of  quarters  from  14  February,  1979 
to  15  May,  1980). 


When  adjusting  for  seasonal  fluctuations,  many  students  divided  by  the  seasonal  index  of  1 10 
instead  of  multiplying.  Also,  an  incorrect  value  for  the  seasonal  index  was  often  used. 
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Q.7  This  question  was  the  best  answered  question  in  the  exam. 

(a)  The  relative  frequency  distribution  was  often  not  correct. 

(b)  Students  had  some  difficulty  in  calculating  conditional  losses. 

(c)  Most  errors  were  in  calculating  expected  losses.  Sometimes  the  probabilities  were  applied  to  the 
stock  levels  instead  of  the  states  of  nature. 


Q.8 


(d)  This  part  was  very  often  correct. 

(a)  Most  students  got  the  mean  correct,  but  the  median  was  not  correct  as  often  because  many 
students  neglected  to  array  the  data  and  so  came  up  with  the  wrong  answer. 

(b)  The  most  poorly  answered  part. 

(c)  Well  answered,  but  many  students  assumed  a  population  instead  of  a  sample.  Some  neglected  to 
take  the-^/  to  obtain  the  standard  deviation. 

(d)  Usually  well  answered,  but  those  who  did  not  take  the  V7  in  part  (c),  usually  did  so  here  and 
thought  the  result  was  the  standard  error  of  the  mean. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

MANAGERIAL  STATISTICS  203  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 

Marks 

10  Q.  1 

U)  (a)  up 

(1)  (b)  precision 

(I)  (c)  true 

(I)  (d)  limits 

(1)  (e)  variances 

(I)  (f)  lower 

( I )  (g)  dependent 

(1)  (h)  marks 

(I)  (i)  cumbersome 

(1)  (j)  exhaustive 


Time:  3  Hours 


10  Q.  2 

(2)  (a)  Determine  sample  space: 

Total  sample  space: 

70  +  50  +  40  +  40  =  200 


(1) 

P( female  and  credit  buyer) 

(2) 

(b)  P(male)  = 

40  +  40 

200 

80 

2(H) 

P(cash)  = 

70  +  40 

1  10 

Kl) 

200 

200 

in 

Plmale  and  pays  cash) 

=  : 

(2) 

Plmale  or 

pays  cash)  = 

.40 

50 

200 

=  .40 

=  .55 


40 

200 


.25 


.20 
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1 


10 


Q.  3 

(2)  (a)  Z, 


x  —  n.  _  26  —  20 
a  6 


P(0  <  Z  <  I)  =  .3413 


6 

6 


(2) 

(2) 

(2) 


(2) 


7  _  AHiL  _  35  ~  20  =  15 
2  a  6  6' 

P(0  <  Z  <  2.5)  =  .4938 

P( 26  <  x  <  35)  =  .4938  -  .3413  =  .1525  =  15.25% 

(b)  Z  value  for  99%  of  area 
.990  -  .500  =  .490 
Z  =  2.33 

x  =  6  x  2.33 
=  14.0 


10 


0-4 

(6)  (a)  Z  value  for  .95  confidence  level: 


Z  =  1.96 

x  —  m-  =  -02 


P< 1  ~  P>  


(.05)  (.95) 


1.96 


.02 


.0475  _  .0004 

n  ~  3.8416 


3.8416  x  .0475 
.0004 


.182476 

.0004 


=  456.19 — ►  457 
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(4)  (b)  From  above  we  note 


.182476 

n  - - — 

(estimation  error)- 

Thus,  for  an  estimation  error  of  .01 

n  =  182476  =  ,182476 

(.01)2  .0001 

=  1824.76  - *-  1 825 

The  sample  size  has  increased  about  four-fold 


15  Q.  5 

(2)  (a)  A  one-tailed  test  of  significance  should  be  used  because  the  financial  manager  wants  to 

control  the  high  side  of  the  distribution  of  travel  expenses. 

(2)  (b)  Determine  ta  for  24  d.f. 

t  U5  =  1.711 

(2)  Calculate  cf^: 

55.50 
~  \/25" 

(2)  Calculate  t 

t  =  -*  ~  M- 
^x 

21.50 

II  10 


55.50 


=  11.10 


321.50  -  300 
11.10 


=  1.94 


( 1  )  Since  t  >  1 05,  the  sample  evidence  does  not  support  the  financial  manager’s  claim  of  $300. 

Because  the  sample  mean  is  significantly  greater  than  $300,  the  manager’s  concern  about 
the  increasing  cost  of  travelling  expenses  is  supported. 

(2)  (c)  Determine  t  for  .95  C.l 

t  o5  =  2.064  (24  d.f..  two  tails) 

(3)  Construct  confidence  interval: 

*  ±  1  <>x 

321.50  ±  2.064  (11.10) 

321.50  ±  22.91 
Lower  limit:  298.59 
Upper  limit:  344.41 

(I)  This  interval  includes  the  financial  manager's  claimed  average  value  of  travel  expense 

vouchers. 
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Q.  6 
(1) 


(I) 


(1) 


(5) 


(2) 

(3) 


(a)  Compute  regression  coefficient  “a" 

333 
9 


=  Y  = 


=  37.0 


Compute  regression  coefficient  "b" 
b  = 


xY  29 

=  7T  =  -4833 
x'  60 


The  trend  line  is  Y  =  37.0  +  ,4833x 
Origin  is  February  14,  1979 

(b)  Coefficient  of  correlation 

,  alY  +  bSxY  -  nY2 


lY2  -  nY2 

37(333)  +  .4833  (29)  -  9  (37)- 
12429  -  9  (37)J 

12321  +  14.016  -  12321 
12429  -  12321 

14.016 


108 


=  .1298 


.13 


r  =  V.  1298  =  .36 

Only  13%  of  the  variation  in  profits  is  explained  by  the  trend  line. 

(c)  Forecast  Y  for  second  quarter  of  1980,  x  =  5  quarters. 

Y  =  37.0  +  .4833(5) 

=  37.0  +  2.42 

Y  =  39.42 


(2) 


Adjust  for  seasonality 
Y  =  39.42  x  1.10 

=  43.36  — ►  $43,360 
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Q.  7 
(I) 


(9) 


(4) 


(a)  Relative  frequency  distribution 


Number 
of  cartons 

3 

4 

5 


Relative 

frequency 

.15 

.50 

.35 


(b)  Conditional  loss  table 


Stock 

Level 

3 

4 

5 


State  of  Nature 
3  4  5 

0  .30  .60 

.70  0  .30 

1.40  .70  0 


(c)  Expected  losses 

.15x0  +  .50  x  .30  +  .35  x  .60  =  .360 
.  15  x  .70  +  .50x0  +  .35 X  .30  =  .21 


.15x1.40  +  .50  x  .70  +  .35x0  =  .560 
4  cartons  of  buttermilk  should  be  stocked  each  day. 


(I)  (d)  The  value  of  perfect  information  is  21  cents. 


Q.  8 

(3)  (a)  The  data  arrayed  are 


2.1 

5.6 

7.8 

3.4 

6.0 

8.4 

4.2 

7.0 

9.5 

The  mean  is  54.0/9  =  6.0 
The  median  is  6.0 


14  +  4  1 

(3)  (b)  Q,  =  —  ,  =  3.8 


Q,  =  =  8.1 


Quartile  deviation 

Q,  -  Q,  _  8.1  -  3.8  _  4J 

2  _  2  ~  2 

=  2.15 


Note:  Alternative  method  as  shown  in  text  is  acceptable 


Page  5  of  6 


75 


(6)  (c)  Standard  deviation 


X 

X  —  X 

(x  -  x)' 

2.1 

-3.9 

15.21 

3.4 

-2.6 

6.76 

4.2 

-1.8 

3.24 

5.6 

-  .4 

.16 

6.0 

0 

0 

7.0 

1.0 

1.00 

7.8 

1.8 

3.24 

8.4 

2.4 

5.76 

9.5 

3.5 

12.25 

0 

47.62 

/  I  (x  -  x): 

> 

/  n  -  1 

-  X 

/  47.62 
/  9  —  1 

V5.9525 

=  2.44 


(3) 


(d)  Standard  error  of  the  mean 

=  &/  Vn 


2.44 

\y~ 

=  .813 


2.44 

3 


100 


END  OF  SOLUTIONS 
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Marks 


10  Q.  1 

(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

(1) 

10  Q.  2 


(8) 

(2) 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 

MANAGERIAL  STATISTICS  203  EXAMINATION 
June,  1981 

Time:  3  Hours 

NOTE:  Show  all  calculations. 

For  each  of  the  following  ten  statements  determine  which  word  in  the  brackets  makes  the 

statement  true.  Enter  the  word  opposite  the  statement  number  in  your  answer  booklet. 

(a)  Quota  sampling  is  a  (random,  non-random)  sampling  method. 

(b)  When  we  (accept,  reject)  a  null  hypothesis  when  it  is  actually  false  we  commit  a  Tvne  II 

error.  3 v 

(c)  The  use  of  stratified  sampling  is  appropriate  when  each  stratum  in  the  population  has 
(small,  large)  variance  within  itself. 

(d)  In  interval  estimation  the  interval  is  constructed  with  the  (population,  sample)  mean  as  its 
midpoint. 

(e)  Area  sampling  is  often  (more,  less)  costly  than  simple  random  sampling. 

(f)  Class  intervals  should  be  constructed  so  that  the  data  values  cluster  around  the  values  of  the 
class  (limits,  marks). 

(g)  Discrete  data  (can,  cannot)  be  presented  in  a  frequency  distribution. 

(h)  In  surveys,  (error,  bias)  is  introduced  because  not  everyone  will  respond. 

(i)  A  histogram  shows  each  class  in  the  distribution  (more,  less)  clearly  than  the  frequency 
polygon. 

0)  The  (upper,  lower)  limits  of  the  class  intervals  are  used  when  calculating  the  ‘more  than' 
cumulative  distribution. 

Given  below  are  the  prices  and  quantities  (in  thousands)  of  two  types  of  pocket  calculators  for 

the  years  1975  and  1979. 


Calculator  Type 

Price 

Quantities 

1975 

1979 

1975 

1979 

Single  Memory 

$  75 

$  15 

15 

45 

Programmable 

$300 

$100 

5 

10 

Required: 

(a)  Using  1975  as  the  base  period,  calculate  a  price  index  for  1979  by  the  Laspeyres  method. 

(b)  What  is  a  principal  advantage  of  the  Laspeyres  price  index  over  the  Paasche  price  index? 
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15  Q.  3  The  manufacturer  of  a  well  known  breakfast  cereal  wants  to  be  sure  that  the  net  weight  of  cereal 
per  box  is  675  grams.  The  manufacturer  knows  that  under-filling  leads  to  customer  dissatisfac¬ 
tion  and  loss  of  sales,  whereas  over-filling  directly  reduces  contribution  margins.  A  random 
sample  of  25  boxes  is  taken  and  the  mean  and  standard  deviation  are  calculated  as  68 1  and  10 
grams,  respectively.  The  population  of  net  weight  per  box  is  normally  distributed. 

Required: 

(3)  (a)  Is  a  one-tailed  or  a  two-tailed  test  of  significance  appropriate?  Why? 

State  the  null  and  alternative  hypothesis. 


(6)  (b)  Does  the  sample  evidence  support  the  net  weight  requirement  of  675  grams?  Use  a  =  .01 . 

(6)  (c)  Suppose  the  manufacturer  wishes  to  estimate  the  true  mean  net  weight  per  box  of  cereal 

with  a  maximum  error  in  estimation  of  ±  2  grams  and  with  confidence  level  of  0.95.  What 
is  the  required  sample  size? 

10  Q.  4  The  marketing  manager  wishes  to  estimate  the  relationship  between  price  and  sales  volume  for 
a  new  product.  The  product  was  market  tested  in  7  independent  areas  and  the  test  results  are  as 
follows: 


Test 

Product 

Sales  Volume 

Area 

Price 

(thousands  of  units) 

1 

1.00 

10.0 

2 

1.10 

9.5 

3 

1.20 

8.0 

4 

1.30 

7.0 

5 

1.40 

6.5 

6 

1.50 

5.5 

7 

1.60 

4.0 

The  marketing  manager  has  calculated  the  following  values: 

2  XY  =  62.90,  2  X2  =  12.1 1,  I  Y2  =  391.75 


10 


Required: 

(8)  (a)  Compute  the  least-squares  regression  line  (carry  four  decimal  places  in  calculations). 

(2)  (b)  The- marketing  manager  has  decided  to  set  the  product  price  at  $  1 .25.  What  is  the  expected 

sales  volume  at  this  price? 

Q.  5  A  firm  estimates  that  4  percent  of  its  accounts  receivable  cannot  be  collected.  The  firm’s 
accountant  randomly  selects  five  accounts. 

Required: 

(3)  (a)  What  is  the  probability  that  all  five  accounts  cannot  be  collected? 

(7)  (b)  What  is  the  probability  that  80  percent  or  more  of  the  five  accounts  can  be  collected? 


E203J8I 
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Q.  6  An  appliance  dealer  offers  a  three-year  service  contract  with  each  appliance  sold.  About  40% 
ot  the  customers  purchase  service  contracts .  Twenty  percent  of  the  sales  are  for  freezers .  In  the 
past,  about  25%  of  customers  purchasing  service  contracts  were  freezer  purchasers. 

Required: 

(6)  (a)  What  is  the  probability  that  a  customer  purchases  a  freezer  and  a  service  contract? 

Be  sure  to  define  the  events. 

(4)  (b)  If  the  next  customer  buys  a  freezer,  what  is  the  probability  he  or  she  will  purchase  a  service 

contract? 

Q.  7  The  operator  of  the  comer  newsstand  wishes  to  know  how  many  copies  of  the  morning 
newspaper  to  stock  each  day.  The  newspapers  cost  him  15  cents  each  and  he  sells  them  for  20 
cents  each,  and  those  unsold  at  the  end  of  the  day  are  disposed  of  in  the  recycling  bin.  From  past 
experience,  the  operator  has  been  able  to  calculate  the  following  probability  distribution  of 
sales. 


No.  of  papers 

sold  per  day  Probability 


25  .45 

30  .35 

35  .20 


Required: 

(7)  (a)  What  is  the  average  number  of  papers  sold  per  day?  If  the  operator  stocked  this  average 

number  of  papers  each  day,  what  would  his  expected  daily  profit  be? 

(9)  (b)  Construct  the  conditional  profit  table. 


(4)  (c)  How  many  newspapers  should  be  stocked  each  day?  Use  the  expected  profit  method. 

15  Q.  8  A  random  sample  of  20  sales  slips  from  200  sales  of  merchandise  was  taken  and  the  dollar 
amounts  are  given  below: 


$  3.75 

$  9.40 

S  7.35 

$  1.10 

10.50 

2.95 

13.10 

11.75 

7.85 

18.45 

6.25 

24.95 

4.29 

15.60 

4.99 

10.99 

8.15 

5.95 

17.40 

3.15 

Required: 

(7)  (a)  Calculate  the  mean  and  median.  Are  the  data  skewed?  Why? 

(5)  (b)  Construct  a  relative  frequency  distribution  from  the  data  using  5  intervals. 

(3)  (c)  The  variance  of  the  sample  is  37.74.  Calculate  the  standard  error  of  the  mean. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Specific 

Q.l 

Q2 

Q.3 

Q  4 

Q.5 

Q.6 

Q.7 

Q.8 


MANAGERIAL  STATISTICS  203  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


Most  often  wrong:  (a),  (d),  (e). 

Most  often  correct:  (b),  (f),  (g),  (i). 

a)  The  most  common  error  was  the  failure  to  calculate  the  weighted  aggregates  index,  of  which 
Laspeyres  index  is  one  method,  for  both  calculators.  Often,  separate  indexes  were  calculated  for 
each  calculator,  which  were  therefore  not  Laspeyres  Indexes. 

b)  This  part  was  generally  well  answered. 

a)  Generally  well  answered,  but  some  students  failed  to  state  the  null  and  alternative  hypotheses. 

b)  Many  students  failed  to  notice  the  small  sample  size  and  did  not  use  the  t  distribution. 

c)  Most  students  obtained  the  correct  value  of  z  for  .95  confidence,  but  many  were  unable  to  set  up 
the  problem  correctly  in  order  to  solve  for  n. 

a)  Many  students  used  the  wrong  formulas  for  the  regression  coefficients  “a”  and  “b”.  The  formulas 

v  x  Y 

a=Y  and  b=-  ^~x  j  are  used  with  coda  time-series  data.  Also,  there  were  errors  because  students 

did  not  carry  the  requested  four  decimal  places  in  calculations. 

b)  This  part  was  well  answered. 

a)  Some  students  did  not  recognize  this  as  an  application  of  the  binomial  probability  formula. 
Otherwise,  this  part  was  fairly  well  answered. 

b)  Quite  a  number  of  students  were  unable  to  translate  “80  percent  or  more  can  be  collected”  into  “0 
or  1  cannot  be  collected.”  Also,  a  number  of  students  calculated  only  P(0)  or  P(  1 )  and  therefore  did 
not  get  P(0  or  1). 

a)  Many  students  had  difficulties  with  this  problem.  A  common  failing  was  to  recognize  the 
conditional  probability  P(customer  purchases  a  freezer/ customer  purchased  a  service  contract)  = 
.25.  Also,  students  assumed  independent  events  and  incorrectly  calculated  the  joint  probability  of 
this  part. 

b)  The  confusion  about  the  conditional  probability  in  part  (a)  carried  over  to  this  part.  Very  few 
students  used  the  correct  formula  for  the  conditional  probability. 

a)  Most  students  failed  to  calculate  the  weighted  mean  to  get  the  average  number  of  papers  sold  and 
to  calculate  the  expected  daily  profits. 

b)  Most  students  got  the  conditional  profit  table  correct. 

c)  If  the  conditional  profit  table  was  correct,  the  expected  profits  were  generally  correct,  although 
some  students  applied  the  probabilities  to  the  stock  levels  instead  of  demand  levels. 

a)  This  part  was  quite  well  answered.  Occasionally  the  median  was  calculated  incorrectly. 

b)  Generally  well  answered.  Some  students  used  awkward  class  widths,  and  some  had  the  class  limits 
incorrect  for  the  first  class. 

c)  The  most  common  error  was  the  failure  to  use  the  finite  population  multiplier  correction  on  the 
standard  error  of  the  mean. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


MANAGERIAL  STATISTICS  203  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 


Marks 

10  Q  I 

0) 

0) 

(1) 

(1) 

(1) 

(I) 

(1) 

(1) 

(1) 

(1) 

10  Q.  2 

(6) 


(1) 

0) 


(a)  non-random 

(b)  accept 

(c)  small 

(d)  sample 

(e)  less 
(0  marks 

(g)  can 

(h)  bias 

(i)  more 

(j)  upper 


(a) 

Qo 

Po 

P. 

PoQo 

PiQo 

Single  memory 

15 

75 

15 

1 125 

225 

Programmable 

5 

300 

100 

1500 

500 

2625 

725 

Laspeyres  price  indexes  are: 

P|975  =  100.0 

725 

P1979  =  x  100  =  27.6 


Time:  3  Hours 


(2)  (b)  The  principal  advantage  of  the  Laspeyres  index  over  the  Paasche  index  is  that  period  to 

period  comparisons  may  be  made  because  the  weights  are  constant.  (There  may  be  other 
correct  answers.) 
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Q-  3 

(2)  (a)  A  two-tailed  test  of  significance  is  appropriate  because  the  manufacturer  does  not  want  to 

risk  customer  dissatisfaction  by  under-filling  nor  risk  lost  contribution  margins  by  over¬ 
filling. 

(1)  State  null  and  alternative  hypotheses. 

H0:  |x  =  675  grams. 

H  i :  p.  ^  675  grams. 

(2)  (b)  Determine  t„  for  24  d.f. 

t  0,  =  ±  2.797 

(1)  Calculate  cf*: 

10  JO  _  . 

-  V^5  “  5  "  2 

(2)  Calculate  t: 

,  =  ^  =  3.0 

(Tx  2 

(1)  Since  t  >  1 0i,  the  evidence  shows  that  the  net  weight  requirement  of  675  grams  is  not 
supported. 

(2)  (c)  Determine  Z  for  .95  confidence 

.95/2  =  .475,  Z  =  1.96 

(4)  Determine  sample  size 

Z  =  *  ~  ^ 

ct/  \/n 

.  / —  1.96  x  10 


1.96  = 


10/  v/rf 


=  9.8  n  =  97 
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10  Q.  4 

(2)  (a)  Compute  X  and  Y: 

X  =  9.10/7  =  1.30 
Y  =  50.5/7  =  7.2143 

(3)  Compute  regression  coefficient  “b": 

,  SXY  -  nXY 

b  =  "Tx2  -  nX2 

62.90  -  7(1,30)  (7.2143) 

12.11  -  7(1. 30)2 

62.90  -  65.65  _  -2.75 

12.11  -  11.83  ~  .28 

=  -9.8214 

(2)  Compute  regression  coefficient  “a”: 

a  =  Y  -  bX 

=  7.2143  +  9.8214(1.30) 

=  7.2143  +  12.7678 
=  19.9821 


(1) 

The 

regression 

line  is: 

Y  = 

19.9821 

-  9.8214  X  or  Y  =  19.98 

(2) 

(b)  Expected  sales 

volume  for  X  =  1 .25 

Y  = 

19.9821 

-  9.8214(1.25) 

= 

19.9821 

-  12.2768 

= 

7.7053  = 

:  7705  units 

S203J81 
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10  Q.  5 

(3)  (a)  r  =  5,  n  =  5,  p  =  .04,  q  =  .96 


P(5,5)  =  5!(55J_  —  (.04)' (.96)'-' 

=  1  •  (.04)'  •  1 

=  .0000001024 


(3) 


(3) 


(1) 


(b)  80  percent  or  more  means  4  or  5  can  be  collected,  or  0  or  1  cannot  be  collected. 


p,0-5)  =  ~  oT75~-  ~oTr~  (04)O  t%)5'° 

=  1  •  1  •  (.96)' 

=  .8153726 

P(  1 ,5)  =  [;  {55'_  [),  (.04)'  (.96)'-' 

=  5  •  (.04)  ■  (.96)4 
=  .2  ■  .8493466 
=  0.1698693 
P(0  or  1 )  =  P(0)  +  P(  I ) 

=  .8153726  +  .1698693 
=  .9852419 


10  Q.  6 

( 1 )  (a)  Let:  A  be  the  event  a  customer  purchases  a  service  contract. 

B  be  the  event  a  customer  purchases  a  freezer. 

(2)  Then:  P(A)  =  .40 

P(B)  =  .20 
P(B/A)  =  .25 

(3)  P(A  and  B)  =  P(B/A)P(A) 

=  .25  x  .40 

=  .10 


(4) 


(b)  A/B  is  the  event  that  the  customer  buys  a  service  contract  given  he  or  she  has  bought  a 
freezer. 


P(A/B) 


P(A  and  B) 
P(B) 

.10 

.20 

.50 


S203J8I 
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20  Q.  7 

(3)  (a)  Average  number  of  papers  sold: 

X  _  45  x  25  +  .35  x  30  +  .20  x  35 

.45  +  .35  +  .20 

11.25  +  10.50  +  7.00 

1.00 

=  28.75  —  29 

(4)  Expected  daily  profit: 

State  of  Nature 


Stock 

25  30 

35 

29 

.65  1.45 

1.45 

.65  x  .45  +  1.45  x  .35  +  1 

1.45  x  .20 

=  $1.09 

(b)  Conditional  Profit  Table 

Stock 

State  of  Nature 

Level 

25  30 

35 

25 

1.25  1.25 

1.25 

30 

.50  1,50 

1.50 

35 

-  .25  .75 

1.75 

(c)  Expected  profits 

are: 

1.25  x  .45  +  1 

1.25  x  .35  + 

1.25  x  .20 

=  $1.25 

.50  x  .45  +  1. 

50  x  .35  +  1 

.50  x  .20  = 

=  $1.05 

-.25  x  .45  + 

.75  x  .35  + 

1.75  x  .20 

=  $  .50 

25  papers  should  be  stocked  each  day. 


S203J81 
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100 


S203J81 


Q.  8 
(3) 


(3) 


(a)  The  data  arrayed  are: 


(2) 

(1) 

(1) 

(5)  (b) 


1.10 

4.99 

8.15 

13.10 

2.95 

5.95 

9.48 

15.60 

3.15 

6.25 

10.50 

17.40 

3.75 

7.35 

10.99 

18.45 

4.29 

7.85 

11.75 

24.95 

X  =  188.0  /  20  =  9.40 

Median  =  (7.85  +  8.15)  /  2  =  8.0 

The  data  are  skewed  to  the  right  because  the 

mean  is 

greater  than  the 

large  number,  24.95). 

Relative 

Sales 

Frequency 

Frequency 

$  0  -  $  4.99 

6 

.30 

5.00  -  9.99 

6 

.30 

10.00-  14.99 

4 

.20 

15.00-  19.99 

3 

.15 

20.00  -  24.99 

1 

.05 

20 

1.00 

Standard  error  of  the  mean 

fT 

/n  -  n 

/37.74 

CTx  "  V  n  * 

V  N  -  1 

V  20 

=  V 1 .887  5 

<  V.9045 

1.3737  x  .951 

200  -  20 
200  -  1 


=  1.31 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ACCOUNTING  211  EXAMINATION 
December,  1980 


Marks 


Time:  3  Hours 


Q.  1  The  following  pretax  amounts  were  taken  from  the  adjusted  trial  balance  of  East-West 
Corporation  at  December  31,1 980  and  1981: 


Sales  revenue . 

Cost  of  goods  sold  . 

Operating  expenses  . 

Extraordinary  item,  major 

casualty  loss  (pretax) . 

Prior  period  adjustment,  correction  of  error 
from  prior  period,  pretax  (a  credit)  .... 

Cash  dividends  declared  . 

Stock  dividend,  July  1  . 

Retained  earnings,  January  1,  1980  . 

Additional  Information: 


1981 

1980 

$400,000 

$340,000 

160,000 

140,000 

134,000 

1 16,000 

30,000 

72,000 

20,000 

8,000 

Shares 

240,000 

320,000 

Common  shares  outstanding  January  1,  1980  .  30,000 

Stock  dividend,  July  1 ,  1980  .  10,000 

December  31,  1980  .  40,000 

October  1 ,  1981  sold  and  issued  .  20,000 

December  31,  1981  .  60,000 


Assume  an  average  40%  corporate  income  tax  rate  on  all  items,  including  the  casualty  and 
prior  period  adjustment. 


Required: 


Prepare  in  good  form  a: 

(14)  i)  Comparative  income  statement  including  earnings  per  share. 

(6)  ii)  Comparative  statement  of  retained  earnings. 

14  Q.  2  Name  the  appropriate  accounting  principle  implicit  in  each  of  the  statements  given  below: 

i)  Normally  revenue  is  considered  as  realized  when  goods  are  sold  or  services  are  rendered. 

ii)  Under  certain  conditions,  the  other  accounting  principles  may  be  relaxed. 

iii)  Acquisitions  of  assets,  services,  liabilities,  etc.  initially  are  recorded  at  their  cash 
equivalent  costs. 

iv)  Accounting  measurements  and  principles  should  be  applied  essentially  the  same  from 
period  to  period . 

v)  Accounting  and  reporting  should  be  based  on  data  that  are  verifiable. 

vi)  Financial  statements  should  disclose  all  relevant  information. 

vii)  After  the  revenues  are  determined  for  the  period,  the  expenses  that  were  incurred  in 
generating  those  revenues  are  identified;  the  two  are  reported  on  the  income  statement  for 
that  period. 
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24  Q.  3  Record  the  following  transactions  in  general  journal  form.  Briefly  justify  your  answers. 

(4)  (a)  Prairie  Company  exchanged  inventory  items  that  cost  $8,000  and  normally  sold  for 


$12,000  for  a  new  delivery  truck  with  a  list  price  of  $13,500.  (Prairie  Company  uses 
periodic  inventory  method). 


(4)  (b)  The  Western  Company  received  $25,000  in  cash  and  a  used  computer  with  a  market  value 


of  $200,000  from  Fair  Deal  Company  for  Western’s  existing  computer  having  an  unde¬ 
preciated  cost  (net  of  $80,000  accumulated  depreciation)  of  $180,000.  (Give  the  required 
entry  on  Western's  books). 


(4)  (c)  The  Eastern  Company  exchanged  1 00  shares  of  Atlantic  Company  common  stock,  which 


Eastern  was  holding  as  an  investment,  for  a  piece  of  equipment  from  B.C.  Company. 
Atlantic  Company  common  stock,  which  had  been  purchased  by  Eastern  Company  for$50 
per  share,  was  actively  traded  on  the  Toronto  Stock  Exchange  at  $60  per  share  at  the  time 
of  the  exchange.  The  piece  of  equipment  had  a  recorded  amount  on  B.C.  Company’s 
books  of  $5,400.  (Give  the  entry  on  Eastern’s  books). 


(4)  (d)  The  Going  Concern  Company  acquired  land,  building  and  equipment  from  a  bankrupt 


company  at  a  lump  sum  price  of  $90,000.  At  the  time  of  acquisition.  Going  Concern  paid 
$6,000  to  have  the  assets  appraised.  The  appraisal  disclosed  the  following: 


$60,000 

40,000 

20,000 


Land 

Building 

Equipment 


(4)  (e)  In  January  of  1976  The  Nu-Vogue  Company  purchased  a  patent  for  a  new  consumer 


product  for  $85,000.  At  the  time  of  purchase  the  patent  was  valid  for  17  years,  however, 
due  to  the  competitive  nature  of  the  product,  the  patent  was  estimated  to  have  a  useful  life 
of  ten  years.  During  1980,  the  product  was  removed  from  the  market  under  governmental 
orderbecause  of  a  potential  health  hazard  present  in  the  product.  Assuming  amortization  is 
recorded  at  the  end  of  each  calendar  year,  present  the  entry  for  1980. 


(4)  (f)  Acting  on  recommendations  of  High  Technology,  Ltd. ,  York  Company  spends  $60,000 

rearranging  its  machinery.  Benefits  are  expected  to  last  five  years.  (Give  the  entry  to 
record  the  $60,000  expenditure.) 


E2IID80 
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8  Q. 


9  Q. 


E2IID80 


4  You  are  given  several  words,  phrases  or  numbers  to  choose  from  in  completing  each  of  the 
following  statements.  In  each  case  select  the  ONE  that  gives  the  statement  its  best,  most 
complete  and  significant  meaning. 

i)  On  September  1,  1981 ,  a  corporation  sold  at  94. 1  plus  accrued  interest,  $  1 ,200,000  of  its 
10%,  10  year  bonds,  which  were  dated  July  1,  1981.  As  a  result,  the  corporation’s  1981 
income  statement  should  show  bond  interest  expense  in  the  amount  of 

1)  $20,000 

2)  $40,000 

3)  $94,100 

4)  $42,400 

5)  some  other  amount 

ii)  If  on  a  day  when  the  market  rate  for  bond  interest  is  12%  a  corporation  sells  $  1 ,000,000  of 
its  10%,  10  year  bonds  on  which  interest  is  payable  semiannually,  the  corporation  should 
receive  for  its  bonds: 

1 )  the  present  value  of  $  1 ,000,000  to  be  received  10  years  hence  discounted  at  10% 
plus  the  present  value  of  $50,000  to  be  received  periodically  for  20  periods 
discounted  at  10%; 

2)  the  present  value  of  $1,000, 000  to  be  received  10  years  hence  discounted  at  12% 
plus  the  present  value  of  $50,000  to  be  received  periodically  for  20  periods 
discounted  at  12%; 

3)  the  present  value  of  $  1 ,000,000  to  be  received  20  periods  hence  discounted  at  5% 
plus  the  present  value  of  $50,000  to  be  received  periodically  for  20  periods 
discounted  at  5%; 

4)  the  present  value  of  $  1 ,000,000  to  be  received  20  periods  hence  discounted  at  6% 
plus  the  present  value  of  $50,000  to  be  received  periodically  for  20  periods 
discounted  at  6%; 

5)  some  other  amount. 

iii)  A  corporation  sold  and  issued  $1 ,000,000  of  its  12%  bonds,  receiving  $20,000  premium. 
On  the  interest  date  five  years  later,  after  the  bond  interest  was  paid  and  after  40%  of  the 
premium  had  been  written  off,  the  corporation  purchased  the  entire  issue  on  the  open 
market  at  99  and  retired  the  issue.  As  a  result,  the  gain  on  the  retirement  was: 

1)  $13,000 

2)  $18,000 

3)  $22,000 

4)  $30,000 

5)  some  other  amount 

iv)  A  bond  sinking  fund  established  to  pay  off  a  bond  issue  maturing  10  years  hence  should  be 
classified  on  the  balance  sheet  as: 

1)  a  current  asset 

2)  a  plant  asset 

3)  a  contra  asset 

4)  a  contra  liability 

5)  something  else 

)  Prepare  general  journal  entries  to  record  the  following  transactions: 

Nov.  I  A  corporation  sold  and  issued  $  1 ,000,000  of  its  l'A%,  10  year  bonds  dated  this 
day,  receiving  $966,000,  a  price  to  yield  the  investors  an  8%  annual  return. 

Dec.  31  Made  the  necessary  adjusting  entry  with  regard  to  the  bonds  issued  on 
November  1 .  The  interest  method  was  used. 

May  1  Paid  the  semiannual  interest  on  the  bonds  and  amortized  the  remainder  of  the 
discount  applicable  to  the  first  interest  period. 
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13  Q.  6  The  Nu-Era  Company  began  business  three  years  ago  and  is  being  audited  for  the  first  time. 

The  auditor  ascertained  that  the  company  had  been  charging  off  receivables  as  they  finally 
proved  uncollectible  and  treating  them  as  expenses  at  the  time  of  write-off.  The  auditor 
determined  that  receivable  losses  approximated  (and  can  be  expected  to  approximate)  1  Vi%  of 
net  sales.  Data  pertaining  to  the  three  years’  sales  and  receivable  write-off  is  presented  below: 

Accounts  Written  Off  in 


Year  of  Sales 

Amount  of  Sales 

19A 

19B 

19C 

19A 

$320,000 

$800 

$3,000 

$  400 

19B 

280,000 

— 

1,200 

2.600 

19C 

400,000 

— 

— 

1,400 

Required: 

i)  Indicate  the  amount  by  which  net  income  was  understated  or  overstated  (ignore  income 
taxes)  each  year  because  the  company  used  the  direct  write-off  rather  than  the  more 
acceptable  basis  of  accounting  for  bad  debts. 

ii)  Assuming  the  books  for  19C  were  closed,  present  the  necessary  General  Journal  entry  to 
switch  over  to  the  more  acceptable  basis  of  accounting  for  bad  debts. 

4  Q.  7  The  books  of  Northwest  Company  provided  the  following  information: 

Inventory,  January  1  $  12,000 

Purchases  to  May  15  160,000 

Net  sales  to  May  1 5  206,000 

During  the  night  of  May  15  to  16,  the  assets  of  the  company  were  totally  destroyed  by  fire.  The 
insurance  adjuster  found  that  the  average  rate  of  gross  margin  for  the  past  few  years  had  been 
3316%. 

Required: 

Determine  the  approximate  value  of  inventory  destroyed  by  fire. 

8  Q.  8  In  examining  the  books  of  Careless  Company  you  discovered  the  following: 

i)  Incorrect  exclusion  from  the  ending  inventory  of  goods  costing  $5,000  for  which  the 
purchase  was  not  recorded. 

ii)  Inclusion  in  the  ending  inventory  of  goods  costing  $8,000,  although  the  purchase  was  not 
recorded.  The  goods  in  question  were  being  held  on  consignment  from  Alta  Company. 

iii)  Incorrect  exclusion  of  $3,000  from  the  inventory  count  at  the  end  of  the  period.  The  goods 
were  in  transit  (f.o.b.  shipping  point);  the  invoice  was  received  and  the  purchase  was 
recorded . 

iv)  Inclusion  of  items  on  the  receiving  dock  that  were  being  held  for  return  to  the  vendor 
because  of  damage.  With  respect  to  these  goods,  a  purchase  of  $6, 000  had  been  recorded. 

The  records  (uncorrected)  showed  the  following  amounts: 

a)  purchases  $  1 50,000 

b)  pretax  income  $25,000 

c)  accounts  payable  $30,000 

d)  inventory  at  the  end  of  the  period,  $40,000 

Required: 

Determine  the  corrected  amount  for  each  of  the  above  four  items  (show  computation). 


100 

E2IID80 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  211  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

On  the  whole  the  examination  was  well  done. 

Specific 

Q- 1  (0  The  comparative  statements  were  well  done  except  for  earnings  per  share  for  198 1 .  A  significant 

number  of  students  did  not  properly  calculate  the  weighted-average  of  shares  outstanding  for 
1981. 

(ii)  The  most  common  error  here  was  omission  of  the  $240,000  stock  dividend.  Also  a  number 
omitted  the  prior  period  adjustment  of  $12,000  or  showed  it  in  the  income  statement. 

Q  2  This  question  was  well  done.  Item  (v)  was  either  not  attempted  or  incorrectly  answered. 

Q.3  Students  found  the  most  trouble  with  parts  (a)  and  (c).  They  did  not  recognize  that  the  list  price  of  the 

truck  and  the  cost  of  equipment  ($5,400)  was  irrelevant.  In  part  (e)  many  students  felt  this  was  an 
extraordinary  item.  In  item  (f)  many  students  added  the  cost  of  re-arrangement  to  the  asset  or  adjusted 
the  Accumulated  Depreciation,  Machinery  account.  The  item  should  have  been  capitalized  as  an 
intangible  asset. 

Q  4  Part  (iv)  was  poorly  done.  Many  students  answered  ‘contra  liability.’  Some  of  the  other  answers  were 

probably  selected  at  random. 

Q.5  The  question  was  for  the  most  part  well  done.  The  most  common  error  was  in  not  determining  the 

correct  bond  discount  amounts  for  May  1  and  December  31. 

Q.6  The  question  was  very  well  done.  Loss  of  marks  was  for  improper  accounts  in  the  journal  entry  in  part 

(ii).  A  number  of  students  treated  the  item  as  an  expense  or  an  extraordinary  item. 

Q.7  This  question  was  well  done.  Errors  were  in  applying  the  percentage  to  the  wrong  amount. 

Q.8  This  question  was  poorly  done.  In  all  items  amounts  that  should  have  been  included  were  not  and 

amounts  that  should  have  been  excluded  were  included. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  211  EXAMINATION 
December,  1980 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


20  Q.  1 

(14)  i)  East- West  Corporation 

Comparative  Income  Statements 
For  the  Years  Ended  December  31, 1980  and  1981 

1981  1980 


Sales  revenue 
Cost  of  goods  sold 

Operating  expenses 
Income  taxes 

Income  before  extraordinary  item 
Extraordinary  item: 

Major  casualty  loss 
Less:  Income  tax  saving 
Net  Income 


$134,000 

42,400 


$400,000 

160,000 

$240,000 

176,400 
$  63,600 


$116,000 

33,600 


$340,000 

140,000 

$200,000 

149,600 


$  30,000 

12,000  18,000 

$  45,600  $  50,400 


Earnings  per  share 
Income  before  extraordinary  item 
Extraordinary  loss 
Net  Income 


$  1.41 
(.40) 


$  1.01 


$  1.26 


(6)  ii)  East-West  Corporation 

Comparative  Statements  of  Retained  Earnings 
For  the  Year  Ended  December  31,  1980  and  1981 


1981 

1980 

Retained  earnings  balance,  January  31 

Prior  period  adjustment 

Less:  Income  Tax 

$134,400 

$  20,000 
8,000 

$320,000 

12,000 

Retained  earnings  as  restated 

Add:  Net  income 

45,600 

$332,000 

50,400 

Deduct:  Dividends:  Cash 

$180,000 

72,000 

$  8,000 

$382,400 

Stock 

240,000 

248,000 

Retained  earnings  balance,  Pecember31 

$108,000 

$134,400 

14 


Q.2 


i)  Revenue  principle 

ii)  Modifying  or  Exception  principle 

iii)  Cost  principle 

iv)  Consistency  principle 

v)  Objectivity  principle 

vi)  Reporting  or  Full-disclosure  principle 

vii)  Matching  principle 
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24  Q.  3 

(4)  (a)  Truck 

Sales 


12,000 

12,000 


The  transaction  may  be  viewed  as  a  sale  of  goods  and  an  acquisition  of  a  delivery  truck. 
The  normal  sales  value  of  the  goods  is  probably  the  best  indicator  of  the  fair  market  value 
of  the  truck. 


(4)  (b)  Cash 

Computer 

Accumulated  depreciation 
Computer 
Gain  on  exchange 


25,000 

200,000 

80,000 

260,000 

45,000 


The  ‘new’  computer  is  recorded  on  the  books  at  its  market  value  and  a  gain  of  $45,000  is 
recognized  on  the  exchange. 

(4)  (c)  Equipment  6,000 

Investment  in  Atlantic  Company  5,000 

Gain  on  investment  1 ,000 


The  equipment  is  placed  on  the  books  at  fair  market  value  as  indicated  by  value  of  shares 
and  gain  on  disposal  of  Atlantic  stock  is  recognized. 


(4) 


(d)  Land 
Building 
Equipment 
Cash 


48,000 

32,000 

16,000 

96,000 


The  total  of  lump  sum  payment  plus  the  appraisal  cost  is  allocated  in  the  ratio  of  appraised 
values  of  the  three  elements  in  the  ‘basket’  purchase. 

(4)  (e)  Patent  amortization  expense  51,000 

Patent  51,000 


Since  the  patent  no  longer  has  an  economic  value  the  balance  of  the  patent  account  must  be 
expensed  in  the  year  of  discovery  of  loss  of  value.  There  is  a  possibility  of  regarding 
this  item  as  extraordinary  because  of  the  government  ruling. 


(4)  (f)  Deferred  charges  (machinery  rearranging)  60,000 

Cash  60,000 

This  is  a  deferred  charge  to  be  amortized  over  the  five  year  benefit  period. 
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966,000 

34,000 


12,880 


25,760 

12,500 


8  Q.  4  i)  (4) 

ii)  (4) 

iii)  (3) 

iv)  (5) 

9  Q.  5  Nov.  1  Cash 

Bond  discount 

Bonds  payable 

Dec.  31  Bond  interest  expense 
Bond  discount 
Bond  interest  payable 

May  1  Bond  interest  expense 
Bond  interest  payable 
Bond  Discount 
Cash 

13  Q.  6  i)  19A  net  income  was  overstated  by  $4,000 

[($320,000  x  m%)  -  $800 ]  =  $4,000 

19B  net  income  was  correct  (by  coincidence) 

[($280,000  x  1(4%)  -  $4,200]  =  0 

19C  net  income  was  overstated  by  $1 ,600 

[($400,000  x  1>4%)  -  $4,400]  =  $1,600 

ii)  Prior-period  adjustment-accounting  error 
Allowance  for  doubtful  accounts 

4  Q.  7  Cost  of  goods  available  forsale  ($12,000  +  $160,000)  = 

Less  estimated  goods  sold  (66%%  of  $206,000) 

Estimated  cost  of  inventory  destroyed  by  fire 

8  Q.  8  Purchases  $149,000.  ($150,000  +  $5,000  -  6,000) 

Pretax  income  $20,000.  ($25,000  —  $8,000  +  $3,000) 

Accounts  payable  $29,000.  ($30,000  —  $6,000  +  5,000) 

Inventory  $34,000.  ($40,000  +  $5,000  -  $8,000  +  $3,000  -  $6,000) 


5,600 


1,000,000 


380 

12,500 


760 

37,500 


5,600 


$172,000 

137,333 

$  34,667 


100 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


Marks 

16  Q. 


ACCOUNTING  211  EXAMINATION 
March,  1981 


Time:  3  Hours 

1  Indicate  what  principle(s)  is  violated  and  how  it  is  violated  with  respect  to  each  of  the 
following: 

(a)  A  building  on  the  books  at  a  net  book-value  of  $50,000  and  a  remaining  useful  life  often 
years  was  destroyed  by  fire  (uninsured)  during  the  current  year.  The  building  was  replaced 
by  a  new  one  at  a  cost  of  $120,000  and  an  expected  service  life  of  twenty  years.  The 
company  reported  the  events  pertaining  to  the  two  buildings  as  follows: 

Income  statement: 


Depreciation  expense  (old  building) 

$  5,000 

Depreciation  expense  (new  building) 

6,000 

$  11,000 

Balance  sheet: 

Building 

$170,000 

Less  accumulated  depreciation 

11,000 

$159,000 

(b)  The  company  sold  its  foreign  subsidiary  at  a  $2  million  gain.  The  item  was  reported  as 
follows: 

On  the  income  statement  income  tax  on  current  operations  was  increased  by  $500,000 
and  on  the  statement  of  retained  earnings  gain  on  disposal  of  a  foreign  subsidiary  was 
reported  at  $  1 .5  million.  The  gain  was  subject  to  a  25%  income  tax  rate. 

(c)  The  company  spent  $80,000  to  re-arrange  the  plant  machinery.  The  amount  was  included 
as  an  expense  of  the  period.  Modem- Age  Consultants  recommended  the  rearrangement  in 
order  to  increase  productivity  of  the  plant. 

(d)  Early  in  January  the  company  accountant  discovered  that  the  company  had  undercharged 
one  of  its  customers  for  goods  sold  in  the  previous  two  years.  The  undercharge  amounted 
to  $40,000,  however,  the  company  settled  for$25,000.  The  settlement  was  recorded  as: 


Cash .  25,000 

Sales .  25,000 


Page  1  of  4 


95 


8  Q.  2  The  following  data  are  available  concerning  a  company  whose  fiscal  year  is  the  calendar  year: 


Sales  (of  which  $40,000  are  on  credit) . $50,000 

Accounts  receivable,  January  1  .  30,000 

Accounts  receivable,  December  31  .  35,000 

Allowance  for  doubtful  accounts,  January  1 .  1,000  (credit) 

Allowance  for  doubtful  accounts,  December  31  * .  500  (debit) 


‘Before  year-end  adjusting  entry. 


Required: 


i)  Assuming  there  were  no  recoveries  of  doubtful  accounts  which  had  been  previously 
charged  off  as  uncollectible,  what  was  the  amount  of  receivables  charged  off  as  uncollec¬ 
tible  during  the  year? 

ii)  What  was  the  amount  of  cash  inflow  from  receivables  during  the  year? 

iii)  Give  the  year-end  adjusting  entry  for  bad  debts  under  each  of  the  following  independent 
assumptions: 

1)  Bad  debt  expense  estimated  to  be  4%  of  credit  sales. 

2)  Bad  debt  allowance  estimated  to  be  5%  of  uncollected  receivables  at  December  31. 


12  Q.  3 

(6)  (a)  Explain  the  essential  differences  between  (i)  the  completed  contract  method,  and(ii)  the 

percentage  of  completion  method  of  accounting  for  long-term  contracts. 


(6)  (b)  Ace  Construction,  Ltd. ,  contracted  to  build  a  plant  for$  1 ,000,000.  Construction  started  in 

19A  and  was  completed  in  November,  19B.  Data  relating  to  the  contract  are  summarized 
below: 


19A 

Cost  incurred  during  the  year .  $580,000 

Estimated  additional  costs  to  complete  .  290,000 

Billings  during  the  year .  460,000 

Cash  collections  during  the  year  .  400,000 


19B 

$270,000 

540.000 

600,000 


Required: 


Using  the  above  data,  complete  a  tabulation  as  follows: 
(NOTE:  Zero  amounts,  if  any,  are  to  be  indicated  by  NIL.) 


Balance  Sheet: 

Receivables: 

19A 

19B 

Inventory  —  construction 
in  process,  net  of  billings: 
I9A 
19B 


Method 

Completed  Contract  Percentage  of  Completion 
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18  Q. 


12  Q. 


E211M8I 


4  Northwest  Company  uses  LIFO  inventory  costing  method  for  reporting  purposes.  Near  the  end 
of  19A,  the  records  and  related  estimates  provided  the  following  annual  data  for  one  item  sold 
regularly: 


Units 

Unit  Cost 

Beginning  inventory . 

.  15.000 

$30 

Purchases  . 

.  60,000 

35 

‘Sales  @  $50  per  unit . 

.  65,000 

‘Expenses  (excluding  income  taxes), 

$1,000,000 

Income  taxes  average  40%  and  FIFO  costing  method 
is  used  for  tax  purposes. 

9,000  common  shares  were  outstanding  January  1,  19A  and  3,000  were  issued  for  cash  on 
September  I ,  I9A. 

*  Including  estimates  for  the  remainder  of  1 9A . 

On  December  27,  19A  the  company  has  an  opportunity  to  purchase  30,000  units  of  the  above 
item  at  $32  (a  special  price)  with  ten  day  credit  terms.  Delivery  is  immediate  and  the  offer  will 
expire  on  January  3 ,  1 9B .  The  question  has  been  posed  as  to  whether  the  purchase  and  delivery 
should  be  consummated  in  19A  or  19B;  the  management  has  tentatively  decided  to  make  the 
purchase  in  19A. 

Required: 

i)  Prepare  proforma  income  statements  that  would  illustrate  differences  in  reported  earnings 
and  the  change  in  earnings  per  share  if  the  purchase  is  made  in  19A  rather  than  in  19B. 

ii)  Would  you  suspect  profit  manipulation  in  this  situation  if  the  company  elected  to  make  the 
purchase  in  19A? 

5  Atlantic  Company  purchased  a  machine  having  an  estimated  service  life  of  ten  years  with  no 
salvage  value.  The  terms  of  the  purchase  $4,000  cash  down  payment  plus  three  equal 
payments  of  $10, 000  each  to  include  interest  on  the  unpaid  balance  at  10%  per  annum.  The  list 
price  of  the  machine  was  $32,500. 

Required: 

i)  Give  the  January  2  entry  to  record  the  purchase. 

ii)  Give  the  year-end  entry  to  record  depreciation  for  the  first  year.  The  company  uses 
diminishing-balance  depreciation  method  at  double  the  straight  line  rate. 

iii)  Give  the  entry  to  record  the  final  $10,000  payment. 

Note:  Present  values  of  annuity  of  1  (ordinary)  at  10%  are: 

Period 

1  .90909 

2  1.73554 

3  2.48685 
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23  Q.  6  The  Crown  Marine  Company  agreed  to  sell  a  fishing  tug  to  Hudson  Fishing  Company.  The  tug 
cost  Crown  $800,000  to  construct  and  the  company  was  negotiating  a  $1.2  million  price. 
Hudson  was  short  of  funds  and  offered  to  give  Crown  $1 .3  million  of  its  own  10%,  10  year 
bonds  upon  delivery  of  the  tug.  At  the  time  the  bonds  were  marketable  at  92.  Crown  accepted 
the  offer  and  delivered  the  tug  on  November  1 ,  1979,  and  received  the  $  1 .3  million  par  Value 
bonds  dated  the  same  day.  Interest  was  payable  semi-annually. 

Required: 

i)  Prepare  the  necessary  journal  entries  on  the  books  of  Hudson  through  April  30,  1980,  on 
the  assumption  that  Hudson’s  fiscal  year  ends  December  3 1  and  the  company  uses  straight 
line  amortization  of  bond  discounts  and  premiums.  (Round  to  the  nearest  dollar) 

ii)  On  December  31,  1980,  Crown  Marine  Company  sold  the  Hudson  bonds  at  91  plus 
accrued  interest  and  the  accountant  for  Crown  asks  you  to  prepare  the  necessary  entry .  The 
company  uses  the  straight  line  method  to  amortize  investment  premiums  and  discounts  and 
amortization  was  recorded  to  November  1 ,  1980  when  interest  on  the  bonds  was  received . 

5  Q.  7  When  a  funded  pension  plan  is  adopted,  its  total  cost  to  the  employer  for  the  first  year  may  be 

apportioned  to  past  service  and  current  service  cost. 

Required: 

Distinguish  between  these  two  costs. 

6  Q.  8  Select  the  best  answer  in  each  of  the  following: 

(a)  When  a  company  adopts  a  pension  plan  for  accounting  purposes,  past  service  cost  should 
be 

i)  treated  as  a  prior  period  adjustment  because  no  future  periods  are  benefited. 

ii)  amortized  in  accordance  with  procedures  used  for  income  tax  purposes. 

iii)  amortized  under  accrual  accounting  to  current  and  future  periods  benefited. 

iv)  treated  as  an  expense  of  the  period  during  which  the  funding  occurs. 

(b)  When  accounting  for  pension  cost,  a  company 

i)  allocates  total  pension  cost  systematically  and  rationally. 

ii)  records  fluctuating  gains  and  losses  on  pension  fund  investments  as  they  occur. 

iii)  gives  immediate  recognition  to  all  pension  costs  for  which  legal  liability  exists. 

iv)  establishes  a  positive  relationship  between  contributions  to  the  fund  and  the  recorded 
provision. 

(c)  When  pension  expense  is  presented  in  a  statement  of  income,  past  and  current  service  costs 

i)  must  be  shown  separately  in  computing  income  before  extraordinary  items. 

ii)  must  be  separated  so  that  past  service  cost  can  be  treated  as  a  prior  period  adjustment. 

iii)  must  be  separated  so  that  past  service  cost  can  be  treated  as  an  extraordinary  item. 

iv)  may  be  either  combined  or  shown  separately  in  computing  income  before  extraordin¬ 
ary  items. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Specific 

Q-i 

Q.2 

Q-3 

Q-4 

Q.5 

Q.6 

Q.7 

Q.8 


ACCOUNTING  211  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


The  question  was  well  answered.  The  candidates  generally  provided  more  accounting  principles  than 
were  involved.  Loss  of  marks  was  primarily  for  confusing  the  cost  principle  and  the  matching  principle 
and  not  drawing  a  clear  distinction  between  the  revenue  and  matching  principles. 

This  question  was  well  answered  by  most  students.  Many  students  failed  to  deduct  the  amount  of 
receivables  charge-off  as  uncollectible  (Requirement  (i))  when  computing  Requirement  (ii). 

In  general,  the  question  was  poorly  answered  and  indicated  poor  preparation  for  this  question.  In  part 
(a)  a  variety  of  responses  was  to  be  found,  e.g.,  some  focused  only  on  revenue  recognition;  others  on  both 
revenue  and  expense  recognition;  others  referred  to  income  realized  and  still  others  mentioned  both 
income  and  losses  to  be  realized.  Part  (b)  was  very  poorly  answered. 

On  the  whole  the  question  was  well  answered  although  part  (ii),  in  numerous  cases,  was  correctly 
answered  for  the  wrong  reason.  The  most  common  error  was  to  use  a  different  amount  for  income  tax 
expense  when  using  the  LIFO  method  —  the  question  was  specific  that  income  taxes  averaged  40% 
based  on  the  FIFO  method.  Loss  of  marks  was  also  for  inability  to  calculate  the  weighted  average  of 
shares  outstanding. 

This  question  was  poorly  answered.  Many  students  continue  to  exhibit  a  lack  of  knowledge  of  the 
application  of  present  value  mathematics  to  accounting  problems  of  this  nature. 

This  question  was  also  poorly  answered.  Although  the  first  entry  was  generally  correctly  recorded,  the 
subsequent  entries  for  year-end  adjusting  and  su  bsequent  payment  of  semi-annu  al  interest  were  poorly 
done.  The  same  lack  of  knowledge  demonstrated  on  part  (i)  was  carried  over  to  part  (ii). 

This  question  was  well  answered.  Most  candidates  were  able  to  distinguish  between  the  two  costs  (past 
service  and  current  service). 

This  question  was  well  answered.  Loss  of  marks  on  (a)  was  for  treating  past  service  costs  as  a  prior  period 
adjustment,  and  improper  disclosure  on  the  income  statement  in  part  (c). 
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ACCOUNTING  211  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


16  Q.  I  (a)  The  matching  principle  and  the  cost  principle  are  violated.  A  known  loss  should  be 
reported  as  a  loss  when  it  occurs;  no  part  of  the  loss  should  be  deferred  as  an  asset  (part  of 
the  cost  of  the  new  building)  and  matched  with  future  periods.  The  loss  should  be 
recognized  and  reported  in  the  income  statement  for  the  current  period.  The  new  building 
should  be  on  the  books  at  the  cost  of  $  1 20,000  with  the  related  accumulated  depreciation. 

(b)  This  is  a  violation  of  both  the  matching  and  financial  reporting  principles.  The  transaction 
should  be  reported  in  the  extraordinary  item  section  of  the  income  statement  at  $2,000,000 
less  the  applicable  income  tax  of  $500,000. 

(c)  Matching  and  cost  principles  are  violated.  The  $80,000  is  the  cost  of  an  asset  (deferred 
charge)  which  will  benefit  future  periods.  The  amount,  therefore,  should  be  capitalized 
and  amortized  over  the  benefit  period  from  the  re-arrangement. 


(d)  The  revenue  principle  was  violated.  The  item  is  a  prior-period  adjustment  and  should  be 
reported  with  the  applicable  income  tax  on  the  statement  of  retained  eamings. 


8 


Q.  2  i)  $1 ,500.  From  a  $1 ,000  credit  balance  to  $500  debit  balance. 

ii)  $33,500.  Considering  that  $1,500  of  receivables  were  written  off  (per  (a)  above)  and 
$40,000  of  sales  were  on  account. 


(1)  Bad  debt  expense 

Allowance  for  doubtful  accounts 

(2)  Bad  debt  expense 

Allowance  for  doubtful  accounts 


1,600 

2,250 


1,600 

2,250 


12  Q.  3 

(6)  (a)  (i)  Under  the  completed  contract  method,  no  income  is  recognized  on  the  contract  until  it 

is  completed;  during  the  interim  construction  time  a  careful  record  is  maintained  of 
construction  in  process,  billings,  and  cash  collections  on  the  contract. 

(ii)  On  the  other  hand,  the  percentage  of  completion  method  involves  an  allocation  of 
income  (estimated)  to  interim  time  periods  during  the  construction  period,  normally 
on  the  basis  of  the  costs  incurred  to  date  related  to  total  estimated  costs  to  complete 
the  contract. 


(6)  (b)  Method 

Completed  Contract  Percentage  of  Completion 


Balance  Sheet: 

Receivables; 

19A 

$  60,000 

$  60,000 

I9B 

Nil 

Nil 

Inventory  —  construction 
in  process,  net  of  billings: 

19A 

120,000 

206,667 

I9B 

Nil 

Nil 
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18  Q.  4 


Assumption 


i) 


Purchase  in 

Purchase  in 

19B 

19A 

Sales 

Cost  of  sales 

$2,250,000 

$3,250,000 

$2,185,000 

$3,250,000 

Expenses 

1,000,000 

1,000,000 

Income  tax 

20,000 

3,270,000 

20,000 

3,205,000 

Net  income  (loss) 

($  20,000) 

$  45,000 

EPS. 

$2.00  loss 

$4.50 

ii)  Since  the  purchase  represents  approximately  6  months  supply  and  is  available  early  in 
19B,  no  doubt  that  manipulation  would  be  suspected  since  a  loss  of  $20, 000  ($2  per  share) 
would  be  turned  into  a  profit  of  $45,000  ($4.50  per  share). 


i)  Machinery . 

Cash . . 

Payable  on  machine  (10,000  x  2.48685)  .  .  . 

28,869 

4,000 

24,869 

ii)  Depreciation  expense .  .  .  . 

Accumulated  depreciation  machine ..... 

5,774 

5,774 

iii)  Payable  on  machinery . 

Interest  expense . 

Cash . 

.  .  .  9,091 

.  .  .  909 

10.000 

i)  Fishing  Tug  .  . 

Bond  discount  . 

Bond  payable  . 

.  .  1,196,000 
.  .  104,000 

1 ,300,000 

Interest  expense . 

Bond  discount . 

Accrued  interest  payable . 

.  .  .  23,400 

1,733 

21,667 

Interest  expense . 

Accrued  interest  payable . 

Bond  discount . 

Cash . 

.  .  46,800 

.  .  21,667 

3,467 

65,000 

ii)  Cash . 

Investment  in  bonds .  ... 

Loss  on  sale  of  investment  in  bonds  .  ... 

Investment  in  bonds . 

Interest  revenue . 

.  .  1,204,667 
.  .  1,733 

.  .  25,133 

1,208,133 

23,400 

5  Q.  7  Past  service  cost  is  the  cost  related  to  benefits  accruing  to  employees  by  virtue  of  their  service 

prior  to  the  inception  of  the  pension  plan.  Current  cost  is  the  cost  related  to  benefits  accruing  to 
employees  by  virtue  of  their  service  during  the  current  period. 

6  Q.  8  (a)  (iii) 

(b)  (i) 

(c)  (iv) 

KjT  end  of  solutions 
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Marks 

9 


ACCOUNTING  211  EXAMINATION 
June,  1981 


Time:  3  Hours 

Q.  1  When  examining  the  accounts  of  Short-Cut  Company,  you  ascertain  that  balances  relating  to 
both  receivables  and  payables  are  included  in  a  single  controlling  account  (called  Receivables) 
which  has  a  $98,600  debit  balance.  An  analysis  of  the  details  of  this  account  revealed  the 
following: 


Debit  Credit 

Accounts  receivable  —  customers 
Accounts  receivable  —  officers 
Overpayments  to  creditors 
Expense  advances  to  salespersons 
Stock  subscriptions  receivable 
Accounts  payable  for  merchandise 
Salaries  payable 

Credit  balances  in  customer  accounts 
Payments  made  by  customers  in  advance  for  goods 
to  be  shipped  in  the  future 

Required: 

Prepare  a  partial  balance  sheet  to  show  how  the  above  items  should  be  reported.  (Assume  all 
items  are  material  in  amount  and  currently  collectible  or  payable.) 


$160,000 

10,000 

2,200 

5,000 

18,400 


$78,400 

14,200 

2,600 


1,800 


Q.2  On  December  31,  1980,  the  following  pretax  amounts  were  taken  from  the  adjusted  trial 
balance  of  James  Bay  Company  Limited: 


Sales  revenue 

$500,000 

Cost  of  goods  sold 

300,000 

Operating  expenses 

150,000 

Extraordinary  loss  (pretax) 

20,000 

Prior  period  adjustment,  correction 

of  error  from  prior  period. 

pretax  (a  debit) 

10,000 

Assume  an  average  40%  corporate  tax  rate  on  all  items. 

Common  shares  outstanding,  January  1,  1980 
Sold  and  issued  for  cash,  July  2,  1980 
Issued,  November  30.  1980,  stock  dividend 

Required: 

Prepare  earnings  per  share  (show  computations). 


5,500  shares 
1 ,000  shares 
2,000  shares 
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10  Q.3  The  following  information  pertains  to  Oceanside  Company: 

The  May  3 1  bank  reconciliation  indicates: 


Outstanding  deposit 

$2,500 

Outstanding  cheques 

3.000 

ine  Results 

Per  Bank 

Per  Books 

Balance,  June  30 

$  5,200 

$  6,810 

June  deposits 

22,000 

26,000 

June  cheques 

18,500 

17,800 

Collection  of  $2,500  note 

2,600 

_ 

June  bank  charges 

10 

— 

Required: 

(1)  Compute  deposit  in  transit  and  cheques  outstanding  at  June  30. 

(2)  Prepare  a  reconciliation  for  June. 

(3)  Prepare  entries  needed  at  June  30. 

18  Q.  4  For  the  purpose  of  stimulating  sales,  Aroma  Coffee  Company  places  a  coupon  in  each  can  of 
coffee  sold;  the  coupons  are  redeemable  in  dishes.  Each  premium  cost  the  company  $2.00  (the 
cost  of  printing  is  negligible).  Ten  coupons  must  be  presented  by  the  customers  to  receive  one 
premium.  The  following  data  are  available: 


Period 

Cans  of 

Coffee  Sold 

Premiums 

Purchased 

Coupons 

Redeemed 

1 

1,000,000 

65,000 

500,000 

2 

1 ,200,000 

100,000 

1,100,000 

3 

900,000 

70,000 

600,000 

It  is  estimated  that  only  80%  of  the  coupons  will  be  presented  for  redemption. 

Required: 

(9)  (a)  Compute  the  amount  of  the  premium  inventory ,  liability  for  premiums  outstanding  and  the 

expenses  applicable  to  each  period. 

(9)  (b)  Give  all  the  necessary  entries  for  each  period. 


E211J81 
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15  Q.  5 


16  Q.6 


E211J81 


On  September  1 ,  1980,  Bay  Company  acquired  a  machine  by  paying  $10,000  cash  and  signing 
a  two-year  note  that  carried  a  face  amount  of  $30,000  due  at  the  end  of  the  two-year  period;  the 
note  did  not  specify  interest.  Assume  the  going  rate  of  interest  for  this  company  for  this  type  of 
loan  was  10%.  The  accounting  period  ends  December  3 1 .  The  present  value  of  $  1  for  2 
periods  at  10%  is  .82645. 


Required: 


Give  the  entry  to  record  the  purchase  of  the  machine  and  complete  a  tabulation  as  follows; 
(round  amounts  to  nearest  dollar) 

Straight  line 
Method 

Interest 

Method 

i)  Cash  to  be  paid  at  maturity 

$ 

$ 

ii)  Total  interest  expense 

$ 

Si 

iii)  Interest  expense  on  income  statement  for  1980 

iv)  Amount  of  the  liability  reported  on  balance  sheet 

$ 

$ 

$ 

$ 

v)  Depreciation  expense  for  1 980 

(assume  straight-line,  partial  year, 
no  residual  value  and  useful 
life  of  five  years) 

A  machine  which  cost  Lakehead  Company  $10,000 

$ 

$ 

is  expected  to  have 

a  useful  life  of  ten 

years  and  have  a  $500  residual  value.  Several  depreciation  methods  in  common  use  were 
applied  to  these  data.  The  results  in  terms  of  annual  charges  covering  year  2  and  3  are  set  out 
below: 


Year 

Method 

A 

Method 

B 

Method 

C 

1 

? 

? 

7 

2 

$1,600 

$950 

$1,555 

3 

1,280 

950 

1,382 

Required: 

i)  What  is  the  book  value  of  the  asset  at  the  end  of  Year  3  for  each  of  the  three  methods. 
(Round  amounts  to  nearest  dollar.) 

ii)  In  connection  with  Method  B ,  suppose  that  after  the  completion  of  Year  3,  it  is  determined 
the  total  remaining  life  of  the  machine  is  five  instead  of  seven  years.  Prepare  the  journal 
entry  to  recognize  depreciation  for  the  4th  year.  (Round  amounts  to  nearest  dollar.) 
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24  Q. 


100 
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7  Check  (he  BEST  answer  in  EACH  of  the  following  and  indicate  the  basis  of  your  choice. 

(1)  On  January  5,  19A  a  corporation  was  granted  a  patent  on  a  product.  Five  years  later,  to 
protect  its  patent,  the  corporation  purchased  a  patent  on  a  competing  product  that  was 
issued  two  years  previously.  The  company’s  plant  facility  is  not  suited  for  the  company  to 
use  the  competing  product.  The  cost  of  the  competing  patent  should  be: 

a)  Amortized  over  17  years. 

b)  Amortized  over  12  years. 

c)  Amortized  over  14  years. 

d)  Expensed  in  the  period  of  purchase. 

(2)  Goodwill  should  be  written  off: 

a)  Immediately  against  retained  earnings. 

b)  Immediately  as  an  extraordinary  item. 

c)  In  equal  amounts  against  retained  earnings  over  the  period  benefited,  but  not  to  exceed 
40  years. 

d)  None  of  the  above . 

(3)  A  deferred  charge  should  be: 

a)  Expensed  as  incurred. 

b)  Capitalized  and  written  off  when  it  is  determined  it  clearly  has  no  value. 

c)  Capitalized  and  amortized  over  the  estimated  period  of  benefit. 

d)  Capitalized  and  amortized  over  the  estimated  period  benefited  but  not  exceeding  40 
years. 

(4)  Research  costs  should  be: 

a)  Capitalized  and  not  amortized. 

b)  Capitalized  and  amortized  over  a  period  not  to  exceed  40  years. 

c)  Expensed  in  the  year  they  are  incurred. 

d)  Charged  directly  to  retained  eamings. 

(5)  Goodwill  is  most  closely  akin  to: 

a)  Going  value. 

b)  Franchises. 

c)  Trademarks. 

d)  Copyrights. 

(6)  Cash  surrender  value  of  life  insurance  policies  on  corporate  executives  should  be  shown  in 
the  balance  sheet  as: 

a)  Cash. 

b)  Short-term  investment. 

c)  Prepaid  expense. 

d)  Long-term  investment. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  211  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


General 

The  examination  on  the  whole  was  well  done  with  one  candidate  writing  a  perfect  paper.  There  were  no  apparent 
problems  with  the  examination  and  those  obtaining  low  marks  did  not  have  sufficient  knowledge  of  the  subject 
matter. 

Specific 

Q.  1  The  question  was  answered  well.  The  majority  of  errors  were  errors  of  omission  although  many  students 

included  “subscriptions  receivable  -  share  capital”  in  the  equity  section  of  the  Balance  Sheet. 

Q.2  This  question  was  poorly  answered  because  candidates  did  not  know  how  to  calculate  the  weighted 

average  of  shares  outstanding  to  be  used  as  the  denominator  in  division  of  net  income.  Similar  questions 
appeared  on  previous  examinations  and  similar  errors  were  made  in  calculation  of  weighted  average  of 
shares  outstanding. 

Q.3  The  question  was  done  well  although  many  students  had  difficulty  in  calculating  the  correct  balance  in 

part  2. 

Q.4  In  part  (a)  many  students  took  premium  inventory  as  premiums  purchased,  liability  outstanding  as 

premiums  actually  paid.  Most,  however,  did  not  carry  forward  this  error  to  part  (b),  that  is,  interpreted 
the  figures  correctly. 

Q.5  Some  students  missed  the  fact  that  a  journal  entry  was  required.  A  number  of  students  thought  that  there 

should  be  two  separate  journal  entries, one  for  each  method  of  amortization  for  recording  acquisition 
cost,  liability  and  discount.  Often  this  resulted  in  different  costs  of  machine  for  each  method  and  thus, 
different  depreciation  expense. 

Q.6  Many  students  deducted  $500  salvage  value  to  determine  book  value  at  the  end  of  the  third  year.  Many 

failed  to  identify  either  Method  A  or  Method  C,  or  both.  Part  (ii)  was  poorly  done  by  most  students. 
Common  errors  included  wrong  amount  and/or  errors  in  interpretation  of  the  remaining  life.  A  few 
students  in  error  treated  this  as  a  prior  period  adjustment. 

Q.7  The  question  was  well  done.  Marks  were  lost  for  the  following  reasons: 

In  (1)  amortizing  patent  over  legal  life  rather  than  the  economic  life  of  the  patent  that  was  being 
protected  which  was  12  years. 

In  (2)  amortization  is  not  to  retained  earnings  as  some  answered. 

In  (3)  for  stating  that  deferred  costs  should  be  expensed  rather  than  capitalized  and  amortized  over 
benefit  period. 

In  (4)  a  significant  number  of  students  answered  that  R  &  D  costs  should  be  capitalized  rather  than 
expensed. 

In  (5)  goodwill  was  answered  as  akin  to  franchises  rather  than  going  value. 

In  (6)  many  lost  marks  for  answering  short-term  investment  or  prepaid  expense  rather  than  long-term 
investment. 
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Marks 

9 


ACCOUNTING  211  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


Short-Cut  Company 
Balance  Sheet 


Assets: 


Accounts  receivable-trade 

Special  receivables: 

$160,000 

Overpayments  to  creditors 

2,200 

Due  from  officers 

10,000 

Subscriptions  receivable  —  share  capital 

18,400 

Expense  advances  to  salespersons 

5,000 

Liabilities: 

Accounts  payable  —  trade 

$  78,400 

Customer’s  credit  balances 

2,600 

Advances  from  customers 

1,800 

Salaries  payable 

14,200 

Sales  revenue 

$500,000 

Cost  of  goods  sold 

$300,000 

Operating  expenses 

150,000 

Income  taxes 

20,000 

470,000 

Income  before  extraordinary  items 

$  30,000 

Extraordinary  loss 

$  20,000 

Less  applicable  income  tax  saving 

8,000 

12,000 

Net  Income 

$  18,000 

Weighted  average  of  shares  outstanding  =  8,000  shares 
(5,500  +  ‘/2  of  1 ,000  +  2,000) 


EPS. 

Before  extraordinary  items 
Extraordinary  loss 
Net  income 


$30,000/8,000  =  $3.75 
12,000/8,000  =  (1.50) 
18,000/8,000=  2.25 
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1. 

Deposit  in 

Outstanding 

Transit 

Cheques 

Per  books 

$26,000 

$17,800 

Per  bank 

$22,000 

$18,500 

Outstanding  May  31 

2,500  19,500 

3,000  15,500 

$  6,500 

$  2,300 

2.  Bank  Reconciliation: 

Bank 

Books 

Balance,  June  30 

Add: 

$  5,200 

$  6,810 

Deposit  in  transit 

6,500 

Note  collected 

2,600 

$11,700 

$  9,410 

Deduct: 

Outstanding  cheques 

2,300 

Bank  charges 

10 

Correct  balance 

$  9,400 

$  9,400 

3.  Cash 

2,600 

Notes  receivable 

2,500 

Interest  revenue 

100 

Bank  charges 

10 

Cash 

10 

S211J81 
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18  Q.  4 


(a) 

Period  1 

Period  2 

Period  3 

Premiums  purchased 

Premiums  redeemed 

65.000 

50,000 

100,000 

110,000 

70,000 

60,000 

Premium  inventory  Period  1 

Balance  carried  forward  from  Period  1 

15,000 

(10,000) 

15,000 

10,000 

Premium  inventory  Period  2 

Balance  carried  forward  from  Period  2 

5,000 

5.000 

Premium  inventory  Period  3 

15,000 

Expense: 

1.000.000  x  80%  x  $.20 
1,200.000  x  80%  x  $.20 
900,000  x  80%  x  $.20 


$160,000 

$192,000 


$144,000 


Liability: 

$160,000  -$100,000 
$  60.000  +  $192,000  -  $220,000 
$  32.000  +  $144,000  -  $120,000 


$  60,000 

$  32,000 


$  56,000 


(9)  (b) 


Period  1  Period  2 


Period  3 


Premiums 

Cash 

130,000 

130,000 

200.000 

200,000 

140,000 

140,000 

Premium  expense 
Premium  liability 

160,000 

160,000 

192,000 

192,000 

144,000 

144,000 

Premium  liability 
Premiums 

100,000 

100.000 

220,000 

220.000 

120,000 

120,000 

S211J81 
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15 


Q.  5  Machine 

Discount  on  note  payable 
Cash 

Note  payable 


34,794 

5,206 


10,000 

30,000 


Straight-line  Method 

Interest  Method 

$30,000 

$30,000 

5,206 

5,206 

868 

826 

25,662 

25 ,620 

2,320 

2,320 

16  Q.6  i)  Method  A:  Declining-balance  method  at  double  the  straight-line  rate.  Depreciation  for  the 

first  year  is  $2,000  (20%  of  $10, 000).  Book  value  of  the  machine  at  the  end  of  the  third  year 
is  $10,000  -  $4,880  =  $5,120. 


Method  B:  Straight-line.  Book  value  at  the  end  of  the  third  year  is  $10,000  -  $2,850 
=  $7,150. 


Method  C:  Sum-of-the-year’s  digits.  The  first  years  depreciation  $1,727  ($9,500  x 
10/55).  Book  value  at  the  year-end  of  the  third  year  is  $10,000  —  $4,664  =  $5,336. 


ii)  Depreciation  expense 

Accumulated  depreciation 


1,330 

1,330 


24 


Q.7  1. 


(b)  Amortized  over  the  same  period  as  the  old  patent  because  the  new  product  wil  1  have  no 
value  after  that  date. 


2.  (d)  Goodwill  should  be  amortized  by  the  straight-line  method  over  the  period  benefited 

not  to  exceed  40  years. 

3.  (c)  Amortized  over  the  useful  life.  The  40  years’  limitation  does  not  apply. 

4.  (c)  Expensed  in  the  year  they  are  incurred  in  accordance  with  the  C1CA  recommenda¬ 

tions. 


5.  (a)  Going  value  and  goodwill  both  are  the  result  of  acquiring  a  business  or  part  of  a 

business  and  paying  an  amount  in  excess  of  the  sum  of  the  market  value  of  the  tangible 
and  identifiable  intangible  assets. 

6.  (d)  In  the  normal  course  of  events  policies  will  be  maintained  in  force;  the  cash  surrender 

value  is  in  the  nature  of  a  long-term  investment. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ACCOUNTING  222  EXAMINATION 
DECEMBER  1980 


MARKS 


TIME:  3  HOURS 


20  Q.  1  The  balance  sheets  of  Company  A  and  its  subsidiary  Company  X  at  December  31,  year  3,  follow: 


A  X 


Cash 

$  6,000 

$ 

7,000 

Accounts  Receivable 

4,000 

5.000 

Allowance  for  doubtful  accounts 

(1,000) 

(500) 

Inventory  (LIFO) 

12,000 

21,000 

Investment  in  X  Co. 

18.000 

Fixed  Assets 

40,000 

30,000 

Accumulated  Depreciation 

(10,000) 

(8,000) 

$  69,000 

$ 

54.500 

Accounts  Payable 

$  5,000 

$ 

7,000 

Current  portion  Long-term  Debt 

6,000 

6,000 

Long-term  Debt 

10,000 

16,000 

Common  Shares  —  No  Par 

8.000 

3.000 

Retained  Earnings 

40,000 

22.500 

$  69,000 

$ 

54,500 

The  investment  in  Company  X  (51%  owned)  was  acquired  at  the  beginning  of  year  3,  At  that  date  the 
fair  value  and  book  values  of  Company  X  net  assets  were  equal.  However,  Company  A  paid  more 
than  book  value  for  its  investment.  The  accountant  for  Company  A  recorded  the  following  journal 
entries  in  his  books  of  account  at  the  end  of  year  3: 


dr 

cr 

(0 

Cash 

Investment  in  X  Co. 

1,000 

1,000 

(2) 

Investment  income 

Investment  in  X  Co. 

1,000 

1,000 

(3) 

Investment  in  X  Co. 

Investment  income 

2.000 

2,000 

Company  X  paid  no  dividends  during  years  I  and  2  but  was  able  to  pay  its  first  cash  dividend  during 
year  3.  At  the  end  of  year  3,  the  fixed  assets  of  Company  X  were  undervalued  by  $30,000.  Company 
A  has  retained  the  management  of  Company  X  intact  but  is  considering  replacing  it  at  the  end  of  year 
7,  by  which  time  it  expects  that  the  operations  of  Company  X  will  have  completely  changed  from 
those  in  force  at  the  acquisition  date. 

REQUIRED: 

Assuming  that  the  accountant  for  Company  A  will  prepare  consolidated  financial  statements  for  year3: 


(4)  (a) 

(4)  (b) 

(4)  (c) 

(4)  (d) 

(4)  (e) 


Is  Company  A  using  the  cost  or  equity  method  of  accounting?  Explain. 

Explain  what  the  accountant  is  doing  in  each  of  the  journal  entries  in  the  above  problem.  Do  not 
provide  calculations. 

Calculate  the  cost  of  the  investment  at  the  beginning  of  year  3. 

If  the  accountant  for  Company  A  had  used  the  cost  method  as  opposed  to  the  equity  method, 
show  the  journal  entries  he  would  have  prepared  during  year  3. 

Calculate  Company  X  retained  earnings  at  acquisition  date. 
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20  Q.2  A,  B  and  C  are  partners  in  a  small  manufacturing  company  and  share  gains  equally  and  share  losses  on 

a  3:1:1  ratio.  The  company  is  having  severe  liquidity  problems  because  of  the  current  high  interest  rates 
and  accordingly  the  partners  have  decided  to  liquidate.  The  balance  sheet  prior  to  liquidation  follows. 

A,  B  and  C 


Balance  Sheet,  December  31,  1979 


Cash 

10.000 

Accounts  Payable 

12.000 

Other  assets 

A  Capital 

8.000 

Depreciable 

40.000 

B  Capital 

30,000 

Non-depreciable 

20,000 

C  Capital 

20,000 

Total  assets 

$70,000 

Total  Equities 

$70,000 

On  January  10,  1980,  the  depreciable  assets  were  sold  for  $60,000. 

On  January  31.  1980,  the  non-depreciable  assets  were  sold  for  $10,000. 

On  February  15,  1980,  the  creditors  were  paid. 

On  February  28,  1980,  the  final  cash  distribution  was  made  to  the  partners. 

No  operations  were  conducted  since  December  31,  1979. 

When  the  plant  was  closed  down,  all  employees  were  fully  paid  to  that  date  and  the  profits  for  1979 
were  properly  distributed. 

You  have  been  asked  to  settle  a  dispute,  if  possible,  between  the  partners. 

Partner  A  was  given  a  cheque  on  February  28,  1980  in  final  settlement  of  his  equity  as  were  the  others. 
However,  Partner  A  is  not  happy  with  the  settlement  and  points  out  that  he  should  have  been  paid 
about  309?  more. 

The  other  partners  feel  that  the  settlement  is  fair. 


REQUIRED: 

(6)  (a)  Prepare  in  good  form  a  schedule  which  shov\s  the  amount  of  cash  available  for  distribution  to 

the  partners  on  February  28,  1980. 

(8)  (b)  How  much  cash  did  partner  A  receive  on  February  28,  1980? 

(6)  (c)  In  your  opinion,  does  Partner  A  have  a  legitimate  point  or  not?  Support  your  answer. 


E222D80 


Page  2  of  4 


112 


20  Q.  3 


(8) 

(12) 


20  Q.  4 


E222D80 


Assume  the  following  data  for  the  Babco  Company  Ltd.: 

Common  stock,  no  par.  authorized  shares  500.000 
Outstanding  at  beginning  of  year  100.000 

issued  September  I,  1979,  9.000  shares  $181,000 

Preferred  stock,  6%  par  $10,  nonconvertible,  non-cumulative.  60.000 

Retained  Earnings  50  000 

Bonds  Payable  6  1/2%  nonconvertible  100  000 

Income  before  extraordinary  item  (note  I)  90,000 

Net  income  (note  2)  for  year  ended  December  31,  1979  120,000 


Note  1:  Extraordinary'  items  include  an  adjustment  for  the  purchase  of  land  for  future  use.  The  land 
was  acquired  in  1977  for  $10,000  but  was  expensed  instead  of  being  capitalized  at  that  time. 

Note  2:  The  company  has  an  imputed  after  tax  rate  of  return  of  8%.  This  is  low  for  this  industry,  but  as 
the  company  is  a  young  one  it  expects  to  reach  the  industry  norm  of  20%  return  after  tax  within  three 
years.  At  this  stage  however,  earnings  are  being  invested  in  additional  plant  and  equipment.  The  tax 
rate  is  40%. 

REQUIRED: 

(a)  In  the  context  of  EPS,  explain  the  significance  of  an  imputed  after  tax  rate  of  return,  given  in 
note  2. 

(b)  Compute  the  required  EPS  amounts  —  show  all  computations  in  good  form.  State  any 
assumptions. 


Following  are  the  comparative  balance  sheets  for  a  retailing  operation: 

December  31,  1979  December  31,  1978 


Cash 

$  65,690 

$  84,300 

Inventory 

90,000 

75,000 

Prepaid  Insurance 

1,800 

2,700 

Land 

30,000 

10,000 

Buildings 

100,000 

100,000 

Accumulated  depreciation 

(10.000) 

(9,600) 

$277,490 

$262,400 

Accounts  Payable 

$  67,000 

$  63,000 

J  Blum,  capital 

210.490 

199,400 

$277,490 

$262,400 

REQUIRED: 

Prepare  in  good  form  a  statement  of  changes  in  financial  position  cash  being  defined  as  funds 
-  for  the  year  ended  December  31.  1979.  Net  income  in  1979  was  $14,090. 
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20  Q.  5 


Refer  to  the  comparative  financial  statements  given  for  Mr.  Blum's  proprietorship.  Mr.  Blum  has 
asked  you  to  convert  these  to  price  level  adjusted  statements.  You  have  assembled  the  following  data 
for  this: 


I.  An  appropriate  quarterly  index  of  general  price  level  changes  is  as  follows: 


1978  Quarter 

1 

2 

3 

4 

1979  I 

2 

3 

4 

Average  for  1979 


Index  at  end  of  quarter 

1.20 

1.25 

1.28 

1.30 

1.38 

1.42 

1.40 

1.45 

1.38 


2.  The  buildings  and  original  land  were  purchased  when  the  index  was  at  1.10.  The  additional  land 
was  purchased  at  the  end  of  the  second  quarter.  The  beginning  inventory  was  purchased  at  the 
end  of  the  fourth  quarter. 


3.  1979  purchases  were  made  as  follows: 

$30,000  at  the  end  of  the  second  quarter,  and 
$45,000  at  the  end  of  the  third  quarter 
The  company  is  on  a  FIFO  system. 


4.  1979  sales  were  made  as  follows: 

$35,000  at  the  end  of  the  first  quarter 
$20,000  at  the  end  of  the  second  quarter 
$30,000  at  the  end  of  the  third  quarter 
$40,000  at  the  end  of  the  fourth  quarter 

5.  All  other  outflows  were  made  uniformly  during  the  year. 

6.  The  insurance  policy  was  paid  for  when  the  index  was  1.00. 


(8) 

(8) 

(4) 


REQUIRED: 

(a)  In  good  form,  calculate  the  general  purchasing  power  (GPP)  gain  or  loss  on  monetary  items. 

(b)  In  good  form,  calculate  GPP  adjusted  net  income. 

(c)  Compare  the  historical  net  income  of  $14,090  for  1979  with  the  1979  GPP  adjusted  net  income 
you  calculated  in  (b)  above.  What  are  your  conclusions1’  Be  specific;  do  not  merely  say  it  is 
higher  or  lower. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  222  EXAMINATION 
DECEMBER,  1980 
EXAMINER  S  COMMENTS 


Specific 

Q.l  Well  done. 

Q.2  Students  failed  to  see  that  the  profit  and  loss  sharing  ratio  could  have  been  applied  in  several  ways. 

Q.3  Students  failed  to  associate  the  computed  rate  of  return  with  fully  diluted  EPS. 

Q.4  Generally  well  done,  although  some  students  did  not  read  the  question  properly  and  used  the  working 

capital  basis  instead  of  cash  basis. 

Q.5  The  least  well  done  of  the  five  questions.  Students  do  not  as  yet  have  a  firm  grasp  of  the  price  level  topic. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’ ASSOCIATION 
ACCOUNTING  222  EXAMINATION 
DECEMBER  1980 
SUGGESTED  SOLUTIONS 

MARKS  TIME:  3  HOURS 

20  Q.  I 

(4)  (a)  Company  A  is  using  the  equity  method  because  the  journal  entries  given  show  changes  to  the 

account.  The  cost  method  would  not  do  this. 

(4)  (b)  (1)  This  records  receipt  of  dividends  from  X. 

(2)  |  his  adjusts  A's  share  ol  X's  income  lor  amort  ization  of  goodwill  on  acquisitioa 

(3)  This  records  A's  share ol  X's  income, 

(4)  (c)  The  cost  of  the  investment  can  be  deduced  as  follows: 


Investment 

in  X  Co. 

Cost? 

1 ,000  ( 1 ) 

(3)  2,000 

1,000  (2) 

given  18,000 

Cost  must  be  $18,000 

(4) 

(d) 

dr 

cr 

Investment  in  X  Co. 

18,000 

Cash 

18,000 

to  record  purchase 

Cash 

1,000 

Dividend  income 

1,000 

to  record  dividends  received 

(4)  (e) 


Retained  earnings  beginning  ? 

income  $2,000  divided  by  .51  3,922 

dividend  $1,000  divided  by  .51  ( 1,961 ) 

Retained  earnings  end  given  22,500 


Beginning  retained  earnings  is  therefore  $20,539 
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20  Q.  2 

(6)  (a)  The  cash  available  is: 


Assets  on  hand  December  31  $70,000 

Gain  on  sale  of  depreciable  assets  20,000 

Loss  on  sale  of  Non-depreciable  (10,000) 

Payment  to  creditors  (12,000) 


Cash  available  February  29  $68,000 


(8)  (b)  The  problem  here  is  that  we  may  calculate  the  gain  loss  on  each  item  or  on  the  entire  assets.  The 

total  gain  is  $10,000  or  $20,000  gain  and  $10,000  loss.  How  are  we  to  allocate  this? 


Total 

A 

B 

C 

Equity 

58,000 

8,000 

30,000 

20,000 

Gain 

10,000 

3,333 

3,333 

3,334 

In  this  case  Partners  A 

68.000 

receives  $11,333 

11,333 

33,333 

23,334 

Or  we  may  do  it  thus: 

Total 

A 

B 

C 

Equity 

58,000 

8,000 

30,000 

20,000 

Gain 

20,000 

6,667 

6,667 

6,666 

Loss 

(10.000) 

(6,000) 

(2,000) 

(2,000) 

68,000 

8.667 

34,667 

24,666 

In  this  case  Partner  A 

would  receive  $8,667. 

$1 1,333  divided  by  8,667  equals  1.31  or  roughly  30%  more. 
Therefore  A  must  have  received  $8,667. 


(6)  (c)  In  this  case  Partner  A  has  a  legitimate  complaint.  He  is  not  sure  from  the  agreement  how  the 

windup  is  to  be  handled.  What  is  meant  by  losses?  Is  this  the  normal  operating  losses  or  are  all 
losses  included  in  this?  Should  such  losses  be  handled  on  an  individual  sale  basis  or  in  total? 
Obviously  if  it  is  done  in  total  then  Partner  A  gets  more.  The  partners  must  seek  legal 
clarification  regarding  the  partnership  agreement. 
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20  Q.  3 
(8) 


(12) 


(a)  In  the  context  of  EPS  an  imputed  after  tax  rate  of  return  would  be  required  if  we  had  a  complex 
capital  structure  which  contained,  for  example,  stock  options  or  warrants,  which  could  be 
exercised.  The  capital  from  the  issuance  of  the  additional  common  shares  would  be  assumed  to 
generate  additional  income  at  the  imputed  rate.  This  would  be  necessary,  therefore,  in  the 
calculation  of  fully  diluted  EPS. 

(b)  In  this  case  we  must  first  adjust  the  income  figures  for  the  correction  of  the  land  error.  This 
error  should  have  gone  to  retained  earnings  instead  of  to  the  income  statement.  The  correct 
figures  for  EPS  are: 


Income  before 
Net  income 

Weighted  average  shares 


Basic  EPS  Shares 
Income  as  corrected 
Preferred  dividends  (note  I) 
available  to  comm  103,000 
Basic  EPS 


$90,000  -  10,000  =  80.000 

$120,000  -  10,000  =  110,000 

100,000  x  I  =  100,000 
9,000  x1/3  3,000 

103,000 

Before  After 

$80,000  $110,000 


$80,000  $110,000 

78c  $  1.07 


Note  1 :  Since  the  preferreds  are  noncumulative  we  must  make  an  assumption  as  to  whether 

or  not  dividends  were  paid  or  declared.  In  this  case  it  would  appear  from  the 
information  given  that  the  company  has  not  paid  any  dividends  but  has  “invested  ... 
in  additional  plant”.  However,  a  supported  assumption  would  also  be  considered  by 
the  marker. 


20  Q.  4 

J.  Blum 

Statement  of  Changes  in  Financial  Position  -  Cash  basis  for  the  year 
ended  December  31,  1979. 


Cash  applied 

Land  Purchased  $20,000 

Drawings  by  owner  3,000 


Total  cash  applied 

$23,000 

Cash  generated  from  operations  (see  below) 

$4,390 

Decrease  in  cash  for  the  period 

$18,610 

Income  as  reported 

Add  (deduct)  items  not  requiring  or 
generating  cash  during  the  period 

$14,090 

Inventory  increase 

(15,000) 

Prepaids  decrease 

900 

Depreciation  expense 

400 

Accounts  payable  increase 

4,000 

Cash  generated  by  operations 

$  4,390* 

This  detail  could  also  have  been  incorporated  in  the  body  of  the  statement. 
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20 


Q  5 
(8) 


(8) 


(4) 

100 

S222D80 


(a) 


Net  Monetary  Assets 

Historical 

GPLA 

Beginning 

$21,300  x  145/130 

$23,758 

Sales 

35,000  x  145/138 

36,775 

20,000  x  145/142 

20,423 

30,000  x  145/140 

31,071 

40,000  x  145/145 

40,000 

Purchases 

(30,000)  x  145/ 142 

(30,634) 

(45,000)  x  145/140 

(46,607) 

Drawing 

(3,000)  x  145/138 

(3.152) 

Land  purchases 

(20,000)  x  145/142 

(20,423) 

Expenses 

(49,610)  x  145/138 

(52,126) 

LOSS 

Q21L 

Balance  end 

(1,310) 

(1.310) 

(b) 

Historical 

GPLA 

Sales 

$125,000 

$128,269* 

Beginning  inventory 

75,000  x  145/130 

83.654 

Purchases 

75,000 

77,241* 

Available 

150,000 

160,895 

Ending  inventory 

90,000 

93.972** 

66,923 

Cost  of  Sales 

60,000 

61,346 

Depreciation 

400 

x  145/110 

527 

Insurance 

900 

x  145  100 

1,305 

Balance  of  expenses 

49,610 

x  145/138 

52,126 

Net  income  given 

14.090 

7,388 

G.P.P 

.  Loss 

395 

G.P.P.  adjusted  net  income 

$  6.993 

*  from  part  (a) 

**  Historical 

16.731 
30.634 
46.607 

93,972 


15.000  x  145  130 
30,000  x  145  142 
45,000  x  145  140 

90.000 


(c) 

Historical  income  $14,090 

Adjusted  income  6,993 


difference  $  7.097 

The  adjusted  net  income  is  lower  because  of  the  decline  in  the  purchasing  power  of  the  dollar. 
Therefore,  Mr.  Blum  did  not  do  as  well  as  he  thought,  in  fact,  about  50  p/l  lower.  If  he  uses  the  historical 
figure  and  uses  this  as  a  measure  of  how  well  he  is  doing,  he  is  obviously  in  trouble. 

E.ND  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 

20 


ACCOUNTING  222  EXAMINATION 
March,  1981 


Time:  3  Hours 


Q.  1  On  January  1 ,  year  1 ,  Company  P  purchased  for  $200,000  all  the  outstanding  voting  shares  of 
Company  S  whose  balance  sheet  at  that  date  follows: 


Book  Value  Fair  Value 


Cash 

Land 

Equipment  (net) 


$  100,000  $  100,000 

20,000  40.000 

50,000  60,000 

$  170,000 


Common  Shares 
Retained  Earnings 


20,000 

150,000 

$  170,000 


Assume  a  20  year  straight-line  amortization  period  for  any  excess  of  cost  over  book  value  and 
for  purchased  goodwill.  At  the  end  of  year  2,  the  balance  sheets  and  income  statements  for  the 
two  companies  were:  (Neither  company  had  any  liabilities.) 

P  S 


Cash 

$  105,000 

$ 

120,000 

Investment  in  S  (equity) 

212,000 

— 

Land 

50,000 

20,000 

Equipment  (net) 

50,000 

45,000 

$  417,000 

$ 

185,000 

Common  Shares 

$  40.000 

$ 

20,000 

Retained  Earnings —  1/ 1/year  2 

350,000 

160,000 

Net  income 

37,000 

10.000 

Dividends 

(10,000) 

(5,000) 

Retained  Earnings  —  1 2/3 1/year  2 

377,000 

165,000 

$  417,000 

$ 

185,000 

Sales 

$  58,500 

$ 

20,000 

Investment  income 

8,500 

— 

Expenses 

(30,000) 

(10,000) 

Net  income 

$  37,000 

$ 

10.000 

S  paid  no  dividends  in  year  1 . 


Required: 


(10)  (a) 

(5)  (b) 

(5)  (c) 


Prepare  a  T  account  for  the  “Investment  in  S  (equity)"  and  show  the  changes  in  this 
account  from  a  beginning  of  $200,000  to  the  ending  balance  of  $212,000.  Show  all 
calculations. 

Outline  the  differences  between  the  cost  and  equity  methods  of  accounting  for  the 
investment  in  S  in  regard  to  dividends  and  income. 

Would  it  be  appropriate  to  consolidate  in  this  case?  Explain. 
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20 


24 


E222M81 


Q.  2  Assume  the  following  data  for  the  Canadian  Company  Ltd.,  at  December  3 1 ,  1979. 

Common  stock  par  $10,  $  1,000,000 

Preferred  stock  par  $50, 

10%  cumulative  100,000 

Convertible  debentures  12%, 
each  $  1 ,000  convertible  to 
5  common  shares  1 ,500,000 

10,000  shares  of  common  shares  were  issued  for  $150,000  on  September  1 ,  1979, 
Dividends  of  $  1  per  share  were  paid  on  the  common  shares  on  November  30,  1979. 

For  the  year  ended  December  31,  1979  net  income  for  the  year,  after  taxes,  was 
$850,000.  This  included  a  before  tax  extraordinary  gain  of  $200,000.  The  income 
tax  rate  is  40%. 

Preferred  dividends  were  declared  December  30,  1979. 

Required: 

(17)  (a)  Prepare  the  EPS  presentation  in  good  form  for  1979.  Show  all  computations. 

(3)  (b)  If  the  above  preferred  shares  had  been  non-cumulative  instead  of  cumulative,  what 

difference  would  this  have  made  to  the  calculation  of  the  EPS?  Explain  but  do  not 
re-calculate  your  EPS  figures. 

Q.  3  Smith  and  Jones  run  a  successful  partnership.  Because  Smith  devotes  more  of  his  time  to  the 
business  than  Jones,  the  partnership  profit/loss  sharing  ratio  is  2: 1 .  The  partnership  was  started 
at  the  beginning  of  1975  and  was  doing  very  well  indeed.  On  January  1 ,  1978,  the  partnership 
profit/loss  sharing  ratio  was  changed  to  1 : 1  because  Jones  started  to  devote  more  time  to  the 
business.  At  December  31,  1979,  the  partners  engaged  you  to  perform  the  first  audit  as  they 
were  about  to  admit  Able  as  a  new  partner.  During  your  audit  you  uncovered  the  following 
errors  in  the  accounts: 

The  inventory  at  December  31 ,  1975,  was  overstated  by  $1,000. 

The  inventory  at  December  31,  1977,  was  overstated  by  $6,000. 

The  inventory  at  December  3 1 ,  1979,  was  understated  by  $  10,000. 

On  January  1 ,  1975,  a  four  year  insurance  policy  was  acquired  for  $  1 ,200  and  charged  to 
expense. 

Accrued  expenses  for  1975  of  $500  were  not  recorded  at  year  end. 

Accrued  expenses  for  1979  of  $800  were  not  recorded  at  year  end. 

On  January  1 ,  1 979,  an  item  for  $5,000  was  incorrectly  expensed. 

The  correct  depreciation  rate  is  10%  straight  line. 

Required: 

(5)  (a)  Explain  what  is  meant  by  counterbalancing  errors. 

( 1 5)  (b)  Assuming  the  books  of  account  are  closed  at  December  31,1 979,  prepare  one  combined 

journal  entry  to  correct  the  accounts. 

(4)  (c)  Explain  the  accounting  significance  of  distinguishing  between  errors  in  calculation  of 

depreciation  expense  and  changes  in  estimates  in  useful  lives. 
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20  Q. 


E222M8I 


The  following  is  the  balance  sheet  for  Delta  Company  Limited  for  the  years  ended  December 
31,  1979  and  1978. 


DELTA  COMPANY  LIMITED 
BALANCE  SHEET 

AS  AT  DECEMBER  31, 1979  AND  1978 


ASSETS 

Current  Assets 

1979 

1978 

Cash 

$  5,000 

$  4,000 

Accounts  Receivable  (Net) 

9,000 

5,000 

Inventory 

12,000 

10,000 

$26,000 

$19,000 

Funds  and  Investments 

Permanent  Investments 

$  5,000 

$12,000 

Fixed  Assets 

Land 

Machinery  and  Equipment 

$47,000 

$10,000 

$30,000 

$  0 

Less  Accumulated  Depreciation 

7,000 

40,000 

5,000 

25,000 

$50,000 

$25,000 

Total  Assets 

$81,000 

$56,000 

LIABILITIES  AND  SHAREHOLDERS’  EQUITY 

Current  Liabilities 

Accounts  Payable 

Long-Term  Liabilities 

$  8,000 

$  6,000 

Notes  Payable 

Shareholders’  Equity 

20,000 

16,000 

Common  Shares 

$40,000 

$25,000 

Retained  Earnings 

Total  Liabilities  and 

13,000 

53,000 

9,000 

34,000 

Shareholders'  Equity 

$81,000 

$56,000 

1 .  Delta  issued  common  stock  in  exchange  for  land  and  machinery. 

2.  Delta  also  purchased  machinery  for  cash  and  a  $4,000  note  payable  in  two  years. 

3.  The  investment  was  a  10%  ownership  in  Alpha  Limited  which  reported  a  profit  of 
$70,000  for  the  year  and  paid  out  $140,000  in  cash  dividends. 

4.  Delta  paid  cash  dividends  of  $4,000. 

Required: 

In  good  form,  prepare  a  statement  of  changes  in  financial  position  for  the  year  ended  December 
31 ,  1979.  Include  a  separate  schedule  showing  the  computation  of  funds  from  operations.  Use 
the  working  capital  basis. 
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Q.  5  No  issue  has  so  deluged  accounting  literature  over  the  past  decade  as  has  the  discussion  of  the 
appropriate  recognition  to  be  given  to  the  impact  of  inflation  on  the  financial  statements  of  an 
entity.  A  comprehensive  approach  to  the  solution  of  this  problem  is  general  price  level 
adjustments.  r 


Required: 


(2)  (a)  What  is  meant  by  comprehensive  in  this  context?  Explain  and  contrast  this  with  a 

non-comprehensive  approach. 

(3)  (b)  Explain  the  significance  of  the  monetary/nonmonetary  distinction  in  the  general  price 

level  approach. 

(11)  (c)  Classify  the  items  I  through  22  on  the  following  table  as  monetary  or  nonmonetary.  State 

any  assumptions  you  make. 


1  Cash  on  hand  and  in  banks 

2  Foreign  currency  on  hand  and  claims  thereto 
Marketable  securities: 

3  Stocks 

4  Bonds  (expected  to  be  held  to  maturity) 

5  Bonds  (expected  to  be  sold  before  maturity) 

6  Receivables 

7  Allowance  for  doubtful  accounts 

8  Inventories 

9  Prepaid  expenses 

10  Property,  plant  and  equipment 

1 1  Accumulated  depreciation 

12  Cash  surrender  value  of  life  insurance 

13  Deferred  charges 

14  Intangibles 

15  Accounts  and  notes  payable,  accrued  expenses 

16  Advances  received  on  sales  contracts 

1 7  Bonds  payable  and  other  long-term  debt 

1 8  Unamortized  premium  or  discount  on  debt 

19  Obligations  under  warranties 

20  Deferred  income  tax  credits  (and  debits) 

2 1  Preferred  stock 

22  Common  stockholders’  equity 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  222  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


20  Q.  1 

(10)  (a)  To  account  for  the  change  in  the  investment  we  must  analyse  the  investment  income  of 

$8,500. 


Year  2  income  of  S  is 
Investment  income  is 
Difference  is 


$10,000 
8,500  given 
$  1,500 


The  difference  is  amortization  of  goodwill  and  equipment  excess  for  1  year.  The  original  cost 
is  $200,000.  Note  that  if  S  paid  no  dividends  in  year  1,  then  its  income  for  that  year  was 
$10,000  —  the  difference  in  retained  earnings: 


(5)  (b) 


Investment  in  S 


Cost  given 

$200,000 

income  year  1 

10,000 

amortization  $3,000  or 2  x  $1,500  above 

income  year  2 

10.000 

year2divs  5,000 

given 

$212,000 

Cost  Equity 


Dividends  of  S 


Income  of  S 


Recorded  as  income  when 
received  by  P. 


P  does  not  record  its 
share. 


Reduces  investment 
account  balance  when 
received  by  P. 

P  increases  the  investment 
account  by  its  share  of 
S  income. 


(5)  (c)  In  this  case  it  would  be  appropriate  to  consolidate  P  and  S  since  P  owns  more  than  50%  of  S 

shares.  The  CICA  requires  consolidation  in  this  case. 
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20  Q.  2 

(17)  (a)  We  must  calculate  the  weighted  average  number  of  common  shares  outstanding.  Then  we 

must  prepare  the  calculation  of  appropriate  income  figures.  Tax  allocation  is  required  here 
as  extraordinary  items  include  tax  effects.  After  tax  extraordinary  item  is  $200,000  x  (1  - 
.40)  =  $120,000. 


Weighted  average  shares  for  1979 


Jan.  1  to  Sept.  1 
(given)  Sept.  1  toEtec.31 

90,000 

10,000 

x  8 

720,000 

Total  shares 

100.000 

X  4 

400,000 

Total 

12  1,120.000 

average  shares  outstanding  1 ,120,000  -t-  12  = 

Income  before 

93,333 

Basic  EPS 

Common 

extraordinary  item 

Net  income 

Earnings  per  statement 

$730,000 

$  850,000 

dividend  on  preferred 

(10,000) 

(10,000) 

to  common 

93,333 

720,000 

840,000 

EPS 

$  7.71 

$  9.00 

Fully  diluted  EPS 

to  common  as  above 

Assumed  conversion  of 

93,333 

$720,000 

$  840,000 

debentures  after  tax 

7,500 

108,000 

108,000 

Totals  for  Fully  diluted 

100,833 

828,000 

948,000 

Fully  Diluted 

$  8.21 

$  9.40 

In  this  case  the  fully  diluted  is  greater  than  basic;  therefore,  the  fully  diluted  would  not  be 
reported.  The  presentation  would  be: 

Basic  EPS 

before  extraordinary  gain  $7.71 

net  income  9.00 

(3)  (b)  Basically  dividends  on  preferred  would  not  be  deducted  in  the  above  calculation  if  the 

shares  were  non-cumulative  and  if  the  dividends  had  not  been  paid  nor  declared.  In  this 
case  the  preferred  dividends  were  declared,  so  the  non-cumulative  aspect  would  have 
made  no  difference  in  our  calculation  of  EPS. 
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24 


Q3 

(5)  (a)  Counterbalancing  errors  result  from  failure  to  allocate  properly  a  cost  or  revenue  item 

between  consecutive  accounting  periods.  They  produce  no  effect  on  the  balance  sheet  at 
the  end  of  the  final  period.  In  effect  these  type  of  errors  are  washed  out  over  time. 

(15)  (b)  In  the  context  of  changes  in  the  Profit  and  Loss  ratio  in  partnerships,  a  counterbalancing 

error  must  be  isolated  if  it  occurred  during  the  change  as  it  did  in  this  case.  Thus  the 
counterbalancing  errors  we  must  take  account  of  here  are: 

1.  The  insurance  in  1975 

2.  The  1977  inventory  overstatement  of  $6,000 

The  insurance  correction  and  its  effect  on  income  is: 


Year 

75 

Payment 

1200 

Deduct 

(300) 

Net 

900 

split  2: 1 

Smith 

600 

Jones 

300 

split  1 : 1 

Smith 

Jones 

journal  entry  to  correct 


76 

77 

78 

(300) 

(300) 

(300) 

(300) 

(300) 

(300) 

(200) 

(200) 

(100) 

(100) 

(150) 

(150) 

dr 

Jones  50 

Smith 


cr 

50 


The  1977  Inventory  adjustment  is: 


1977 

1978 

inventory  overstatement 

(6,000) 

6.000 

split  2: 1  Smith 

(4,000) 

Jones 

(2.000) 

split  1:1  Smith 

3,000 

Jones 

3.000 

1,000 


The  correction  is 


Smith 


dr 

1,000 


Jones 


The  year  end  1979  adjustments  are  straightforward. 


dr  cr 

Inventory  10.000 

Asset  depreciation  5,000 

Accumulated  Depreciation  500 

Accrued  Expenses  800 

Smith  I :  I  split  6.850 

Jones  6.850 
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The  combined  entry  for  the  foregoing  is: 

10,000 

5,000 

500 
800 
5,900* 
7,800* 

*6,850  +  50  -1 ,000;  6,850  -  50  +  1 ,000 


Inventory 

Asset 

Accumulated  depreciation 
Accrued  expenses 
Smith 
Jones 


(4)  (c)  The  significance  in  distinguishing  between  “errors”  and  “changes  in  estimates”  is 

necessary  if  the  correct  accounting  treatment  is  to  be  applied  in  correcting  the  accounts; 
errors  require  correction  as  prior  period  adjustments,  i.e.,  directly  to  retained  earnings, 
whereas  changes  in  estimates  are  not  retroactive  and  are  accounted  for  on  the  current 
and/or  future  income  statements. 


20  Q.  4 

Delta  Company  Limited 
Statement  of  changes  in  Financial  Position 
for  the  year  ended  December  31,  1979 

Financial  resources  generated  from  operations 
Financial  resources  generated  not  affecting  working  capital 


Common  shares  exchanged  for  land  $10,000 

Common  shares  exchanged  for  machinery  5,000 

Purchases  of  machinery  with  long  term  note  4,000 

Total  financial  resources  generated 
Financial  resources  applied 

Purchase  of  machinery  $  8,000 

Payment  of  dividends  4,000 


Financial  resources  applied  not  affecting  working  capital 

Land  acquired  in  exchange  for  common  shares  $  10,000 

Machinery  acquired  in  exchange  for  common  shares  5,000 

Machinery  acquired  by  issuance  of  long  term  note  4,000 


Increase  in  working  capital 
Total  financial  resources  applied 


$17,000 

19,000 

$36,000 

$12,000 


$19,000 

$31,000 

5,000 

$36,000 


Schedule  showing  calculation  of  funds  from  operations. 


Net  income  as  reported  ( 1 )  $  8,000 

Add  back  depreciation  (2)  2,000 

Dividends  from  investments  (3)  14,000 

Deduct  investment  income  (3)  (7,000) 

Funds  provided  by  operations  $17,000 


(1)  From  analysis  of  retained  earnings. 

(2)  Change  in  accumulated  depreciation. 

(3)  10%  of  information  given  in  “3”  of  question. 

Alternate  solution: 

Could  be  calculated  to  be  working  capital  at  end  of  period 
(current  assets  —  current  liabilities  =  $18,000). 
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16  Q.  5 

(2) 


(3) 


(11) 


100 


S222M81 


(a)  A  comprehensive  approach  to  the  solution  restates  all  account  balances  either  in  terms  of 
dollars  of  equivalent  purchasing  power  or  in  terms  of  current  values.  On  the  other  hand,  a 
non-comprehensive  approach  such  as  the  use  of  LIFO  or  accelerated  depreciation  are 
piecemeal  approaches  which  are  concerned  with  one  or  two  account  balances. 

(b)  The  significance  of  the  monetary/nonmonetary  distinction  in  the  general  price  level 
approach  is  its  importance  in  calculating  the  general  purchasing  power  gain  or  loss  for  the 
period.  Monetary  items  are  already  stated  in  current  purchasing  power  dollars  and 
therefore  do  not  need  restatement,  whereas  nonmonetary  account  balances  must  be 
restated  using  the  appropriate  conversion  factor. 

(c) 

Classification  of  Items  as  Monetary  or  Nonmonetary 

Monetary  Nonmonetary 


Cash  on  hand  and  in  banks .  1  X 

Foreign  currency  on  hand  and  claims  thereto . 2 

Marketable  securities: 

Stocks  (nonmonetary  because  prices  can  change)  3 

Bonds  (expected  to  be  held  to  maturity) . 4  X 

Bonds  (expected  to  be  sold  before  maturity)  ...  5 

Receivables  .  6  X 

Allowance  for  doubtful  accounts .  7  X 

Inventories .  8 

Prepaid  expenses  .  9 

Property,  plant,  and  equipment  . 10 

Accumulated  depreciation  . 11 

Cash  surrender  value  of  life  insurance . 12  X 

Deferred  charges  . 13  X 

Intangibles  . 14 

Accounts  and  notes  payable,  accrued  expenses  ...  15  X 

Advances  received  on  sales  contracts . 16  X 

Bonds  payable  and  other  long-term  debt  . 17  X 

Unamortized  premium  or  discount  on  debt  . 18  X 

Obligations  under  warranties . 19 

Deferred  income  tax  credits  (and  debits) . 20  X 

Preferred  stock . 21  X 

Common  stockholders’  equity . 22 


X 

X 

X 


X 

X 

X 

X 


X 

X 


X 

X 

X 

X 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  222  EXAMINATION 

June,  1981 

Marks 

Time:  3  Hours 

15  Q.  1 

Equipment  was  purchased  on  January  1 ,  1978,  for  $100,000  when  an  appropriate  price  index 
was  110.  This  equipment  is  being  depreciated  over  ten  years  straight  line,  $1,000  salvage 
value.  Year  end  indices  follow: 

1979  120 

1980  132 

Required: 

(3) 

(a)  Calculate  the  depreciation  expense  on  a  price  level  adjusted  basis  for  1980. 

(4) 

(b)  Present  the  equipment  balance  together  with  the  accumulated  depreciation  on  a  price  level 
adjusted  basis  which  would  appear  on  the  December  31 ,  1980  year  end  balance  sheet. 

(4) 

(c)  Compare  and  contrast  the  GENERAL  PURCHASING  POWER  MODEL  and  CURRENT 
FAIR  VALUE  ACCOUNTING. 

(4) 

(d)  List  two  measures  of  current  values. 
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Q.  2  Select  the  BEST  ANSWER  IN  EACH  of  the  following: 


1 .  In  preparing  price-level  financial  statements,  a  nonmonetary  item  would  be: 

a.  Accounts  payable  in  cash.  d.  Allowance  for  doubtful  accounts. 

b.  Long  term  bonds  payable.  e.  None  of  the  above. 

c.  Accounts  receivable. 

2.  In  preparing  price-level  financial  statements,  monetary  items  consist  of  — 

a.  Cash  items  plus  all  receivables  with  a  fixed  maturity  date. 

b.  Cash,  other  assets  expected  to  be  converted  into  cash  and  current  liabilities. 

c.  Assets  and  liabilities  whose  amounts  are  fixed  by  contract  or  otherwise  in  terms  of 
dollars,  regardless  of  price-level  changes. 

d.  Assets  and  liabilities  classed  as  current  on  the  balance  sheet. 

e.  None  of  the  above. 

3.  An  accountant  who  recommends  the  restatement  of  financial  statements  for  price-level 
changes  should  not  support  this  recommendation  by  stating  that  — 

a.  Purchasing  power  gains  and  losses  should  be  recognized. 

b.  Historical  dollars  are  not  comparable  to  present-day  dollars. 

c.  The  conversion  of  asset  costs  to  a  common-dollar  basis  is  a  useful  extension  of  the 
original  cost  basis  of  asset  valuation. 

d.  Assets  should  be  valued  at  their  replacement  cost. 

4.  When  price-level  balance  sheets  are  prepared,  they  should  be  presented  in  terms  of — 

a.  The  general  purchasing  power  of  the  dollar  at  the  latest  balance  sheet  date. 

b.  The  general  purchasing  power  of  the  dollar  in  the  base  period. 

c.  The  average  general  purchasing  power  of  the  dollar  for  the  latest  fiscal  period. 

d.  The  general  purchasing  power  of  the  dollar  at  the  time  the  financial  statements  are 
issued. 

e.  None  of  the  above. 

5.  During  a  period  of  deflation,  an  entity  usually  would  have  the  greatest  gain  in  general 
purchasing  power  by  holding  — 

a.  Cash.  d.  Mortgages  payable. 

b.  Plant  and  equipment.  e.  None  of  the  above. 

c.  Accounts  payable. 

6.  The  restatement  of  historical-dollar  financial  statements  to  reflect  general  price-level 
changes  reports  assets  at  — 

a.  Lower  of  cost  or  market. 

b.  Current  appraised  values. 

c.  Costs  adjusted  for  purchasing  power  changes. 

d.  Current  replacement  cost. 

e.  None  of  the  above. 

7.  An  unacceptable  practice  for  reporting  general  price-level  information  is: 

a.  The  inclusion  of  general  price-level  gains  and  losses  on  monetary  items  in  the  price- 
level  income  statement. 

b.  The  inclusion  of  extraordinary  gains  and  losses  in  the  general  price-level  income 
statement. 

c.  The  use  of  charts,  ratios,  and  narrative  information. 

d.  The  use  of  specific  price  indices  to  restate  inventories,  plant,  and  equipment. 

e.  None  of  the  above. 
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Q.  3  On  January  1 ,  year  I .  Parkade  Company  purchased,  for  $89,000,  35%  of  the  outstanding  voting 
shares  of  Summit  Company.  The  following  is  Summit’s  balance  sheet  at  that  date: 


Book  Value 

Cash 

$  20.000 

Accounts  Receivable 

30.000 

Equipment  (net) 

80.000 

$130,000 

Accounts  Payable 

$  10,000 

Common  Shares 

20,000 

Retained  Earnings 

100,000 

$130,000 

Book  values  were  equal  to  fair  values  except  for  equipment  which  had  a  net  fair  value  of 
$  1 00,000.  Summit  is  depreciating  this  equipment  on  a  straight-line  basis  and  the  remaining  life 
is  seven  years.  The  original  salvage  value  was  $10,000.  Parkade's  policy  on  purchased 
goodwill  is  to  amortize  it  over  the  maximum  period  on  a  straight-line  basis.  The  estimated  life 
of  this  goodwill  is  fifty  years.  Summit  reported  profits  and  paid  dividends  as  follows: 


year 

profits 

dividends 

1 

$10,000 

$  5,000 

2 

15,000 

15,000 

3 

20,000 

30,000 

Required: 

(5)  (a)  Prepare  a  schedule  which  calculates  the  amount  of  goodwill  purchased  at  date  of  acquisi¬ 

tion  of  the  investment. 


(5)  (b)  Calculate  the  balance  in  Parkade  Company’s  investment  account  at  the  end  of  year  3  if  the 

equity  method  were  used. 

(5)  (c)  Calculate  the  balance  in  this  account  if  the  cost  method  were  used. 

(5)  (d)  Which  method  is  appropriate  in  this  case?  Be  specific  and  support  your  answer. 
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20  Q.  4  The  accounts  of  Abco  Limited  reflected  the  following  data: 

Preferred  stock,  par  $50,  10%  cumulative,  redeemable.  IssuedJuly  1,  1979,  100,000  shares. 
Dividends  payable  semi-annually.  Issue  price  $55.  1,000  shares  were  repurchased  at  $52  on 
November  1 .  1979,  and  are  held  in  treasury. 

Common  shares  —  no  par.  100,000  shares  outstanding  on  January  1,  1979.  An  additional 
100,000  shares  were  issued  on  December  31 ,  1979,  for  $25  a  share. 

On  December  31,  1979,  the  company  gave  a  stock  option  to  its  key  employees  to  purchase 
10,000  common  shares  at  a  price  of  $20  a  share.  The  option  must  be  exercised  within  15  years 
of  issuance  or  it  becomes  void.  The  company  has  an  imputed  aftertax  rate  of  return  of  10%. 

Net  income  as  reported  for  1979  was  $850,000. 


(4) 

(4) 

(2) 

(6) 

(4) 


Required: 

(a)  Calculate  the  weighted  average  number  of  common  shares  outstanding  during  1979. 

(b)  In  the  context  of  EPS,  what  kind  of  capital  structure  is  this?  Explain  and  support  your 
answer. 

(c)  Why  is  it  significant  in  this  case  that  there  are  no  extraordinary  items?  Explain. 

(d)  Compute  the  appropriate  EPS  amounts  for  1979.  Show  all  computations  in  good  form. 

(e)  Why  is  it  important  to  distinguish  between  the  types  of  capital  structures?  Explain. 


18  Q.  5  F,  G,  and  H  are  partners  in  a  small  retailing  organization.  F  is  contemplating  retiring  from  the 
partnership  as  he  feels  that,  at  his  age,  it  is  time  to  see  the  world.  The  partners  share 
profits/losses  equally  and  are  personally  solvent.  The  balance  sheet  before  the  retirement  of  F 
is  as  follows: 


F,  G,  H  Partnership 
Balance  Sheet  —  December  31,  1979 

Cash  $  10,000  Accounts  Payable  $  20,000 

Inventory  20,000  F  Capital  30.000 

Equipment  (net)  30,000  G  Capital  10,000 

Investments  40,000  H  Capital  40,000 

Total  assets  $100,000  Total  equities  $100,000 


An  appraisal  at  January  31,  1980,  indicated  that  the  Investments  had  a  fair  market  value  of 
$60,000  and  the  Equipment  $40,000.  The  partners  agreed  to  pay  F  $35,000  upon  revaluation 
of  the  assets  on  January  31 .  During  January,  the  partnership  profit  was  $  12,000,  H  withdrew 
$5,000,  and  on  January  31 ,  1980,  F  was  paid  $35,000  and  withdrew  from  the  partnership. 

Required: 

Prepare  a  statement  of  partners'  capital  accounts  in  good  form  for  January,  1980  for  presenta¬ 
tion  to  each  partner.  Show  all  calculations. 
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20  Q.  6 
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The  following  is  the  balance  sheet  for  Alpha  Company  Limited  for  the  years  ended  December 
31,  1979  and  1978: 


ALPHA  COMPANY  LIMITED 
BALANCE  SHEET 
as  at  December  31,  1979  and  1978 


ASSETS 

1979 

1978 

Current  Assets 

Cash 

$  5.000 

$  4,000 

Accounts  Receivable  (Net) 

9,000 

5,000 

Inventory 

12,000 

10,000 

$26,000 

$19,000 

Funds  and  Investments 

Permanent  Investments 

$  5.000 

$12,000 

Fixed  Assets 

Land 

$10,000 

$  0 

Machinery  and  Equipment 

$47,000 

$30,000 

Less  Accumulated  Depreciation 

7,000 

40,000 

5,000 

25,000 

$50,000 

$25,000 

Total  Assets 

$81,000 

$56,000 

LIABILITIES  AND  SHAREHOLDERS’  EQUITY 

Current  Liabilities 

Accounts  Payable 

$  8,000 

$  6,000 

Long-Term  Liabilities 

Notes  Payable 

5,000 

16,000 

Shareholders'  Equity 

Common  Shares 

$40,000 

$25,000 

Retained  Earnings 

28,000 

68,000 

9,000 

34,000 

Total  Liabilities  and 

Shareholders’  Equity  $8 1 ,000  $56,000 


Continued 
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The  income  statement  and  additional  data  for  the  year  ended  December  31,1 979  appear  below: 


ALPHA  COMPANY  LIMITED 
INCOME  STATEMENT 
for  the  Year  Ended  December  31,  1979 


Sales 

$195,000 

Cost  of  Sales 

100,000 

Gross  Profit 

$  95,000 

Expenses 

Operating  expenses 

$39,000 

Depreciation  expense 

3,000 

42,000 

Operating  Income 

$  53,000 

Other  Income  (Expense) 

Gain  on  disposal  of  land 

1,000 

Income  before  extraordinary  items 

$  54.000 

Extraordinary  items 

Loss  on  disposal  of  permanent  investments 

7,000 

Income  for  the  year  before  taxes 

$  47,000 

Income  taxes 

18,000 

Net  Income 

$  29,000 

Required: 

(8)  (a)  Assume  that  Alpha’s  disposal  of  land  and  investments  were  classified  as  capital  gains  or 

losses  for  tax  purposes,  and  the  effective  tax  rate  on  those  was  20%.  Recast  the  income 
statement  to  reflect  INTRAPERIOD  tax  allocation. 

(8)  (b)  Alpha  is  involved  in  the  retail  trade.  The  industry  averages  for  selected  financial  ratios  are: 


gross  margin  30.9 

current  ratio  1.10 

profit  on  sales  6.15 

Total  debt  to  net  worth  261.2 


Comment  on  Alpha's  position  in  regard  to  industry  averages.  State  any  assumptions  you 
make  and  justify  these. 

(4)  (c)  Alpha’s  depreciation  method  and  capital  cost  method  are  the  same.  If  Alpha  used  different 

methods  for  depreciation  and  capital  cost  calculations,  how  would  the  balance  sheet  be 
affected?  Be  specific. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


ACCOUNTING  222  EXAMINATION 
JUNE,  1981 

EXAMINER'S  COMMENTS 


General 

The  exam  was  handled  well  by  those  students  who  were  well  prepared.  Students  either  did  well  or  poorly.  Time  did 

not  pose  any  problems  as  almost  all  the  students  did  all  the  questions. 

Specific 

Q-l  This  question  was  well  done  except  for  part  (c)  which  required  an  essay  type  of  answer  which  asked  for  a 

compare  and  contrast”  response.  Most  students  merely  described  each  model  without  even  bothering 
to  show  the  similarities  and  differences  between  them. 

Q.2  Well  done  in  general.  However,  many  students  wasted  time  by  not  only  selecting  the  best  answer,  i.e., 

“a”  or  “b”  or  “c” ,  but  they  continued  on  to  write  why  this  was  the  best  answer,  or  even  wrote  out 
the  answer  itself.  The  question  merely  asked  for  “a”  or  “b”,  etc. 

Q.3  In  general  well  done.  Part  (c),  however,  was  not  so  well  done  in  that  students  ignored  a  liquidating 

dividend. 

Q.4  This  was  a  straightforward  question  handled  quite  well  by  most  students.  Students  had  no  difficulty  in 

part  (b)  in  identifying  this  situation  as  a  complex  capital  structure  requiring  the  computation  of  basic 
and  fully  diluted  E.P.S.  However,  part  (d)  asked  for  the  E.P.S.  and  many  students,  after  answering  part 
(b)  correctly,  failed  to  compute  fully  diluted  E.P.S.  in  part  (d). 

Q.5  This  question  was  handled  extremely  well  by  about  90%  of  the  students.  This  was  a  straightforward 

question. 

Q.6  This  problem  showed  that  students  are  unsure  about  INTERPERIOD  tax  allocation.  Perhaps 

INTERPERIOD  should  get  more  attention.  Many  students  in  “recasting”  the  income  statement,  came 
up  with  a  different  net  income  than  was  given. 
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ACCOUNTING  222  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 


Q.  1 

(3)  (a)  Historical  Depreciation 

100,000  -  1000 

10 

Conversion  factor  J32 
110 


Adjusted  depreciation  =  $9,900  x  132/1 10  =  $1 1,880 


(4)  (b) 


Historical  Conversion  Adjusted 


Cost 

Accumulated  depreciation 
Book  value 


$100,000  132/110  $120,000 

(29,700)  132/110  (35,640) 

70,300  84,360 


(4)  (c)  Similarities: 

1 .  Distinguishes  between  monetary/non-monetary . 

2.  Attempts  to  solve  the  problems  associated  with  inflation  accounting  by  using  a 
comprehensive  approach. 


Differences: 


1 .  Price  level  adjusts  the  accounts  for  purchasing  power  of  the  dollar  by  using  a  general 
index. 

2.  Current  value  considers  the  value  of  each  individual  item. 


(4)  (d)  Several  measures  are:  (any  two) 

1 .  Replacement  cost 

2.  Reproduction  cost 

3.  Net  realizable  value 

4.  Discounted  cash  flows 

5.  Appraisal  value 
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$89,000 

42,000 


7  Q.  2 


20  Q.  3 
(5) 


(5) 


(5) 


(5) 


S222J81 


1.  (e) 

2.  (c) 

3.  (d) 

4.  (a) 

5.  (a) 

6.  (c) 

7.  (d) 


(a)  Purchase  price  35%  interest 
Purchased  book  value 
Excess  $47,000 

Increase  in  equipment—  .35  (100,000  -  80,000)  7,000 

Goodwill  purchased  $40,000 


(b)  Depreciate  equipment  excess  over  7  years  =  $7,000/7  =$  1 ,000 

Amortize  goodwill  over  40  years  MAXIMUM  =  40,000/40  =  $  1 ,000 

Investment  in  Summit  (Equity) 


Cost  $89,000 
,35  (profits)  15,750 


Balance  $81,250 


17,500  .35  (dividends) 

3,000  3  x  1 ,000  equipment 

3,000  3  x  1 ,000  goodwill 


(c)  Normally  the  investment  would  be  carried  at  cost  of  $89,000.  However,  in  this  case  we 
have  a  liquidating  dividend  of  $5,000.  Profits  since  acquisition  were  $45,000,  whereas 
dividends  were  $50,000.  The  balance  is: 

Cost  $89,000 

less  .35  (5,000)  1,750 

Balance  $87,250 


(d)  In  this  case  the  appropriate  method  is  equity.  The  C.I.C.A.  requires  that,  in  general, 
investments  of  20%  or  more  but  less  than  50%  should  be  carried  at  equity,  since  this 
percentage  ownership  implies  that  the  investor  has  significant  influence  over  the  investee 
(note:  textbook  terminology). 
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20  Q.  4 

(4)  (a)  The  weighted  average  number  of  common  shares  is  100,000.  The  additional  100,000 

shares  were  issued  on  December  31 ,  and  therefore  have  no  effect  on  the  calculation. 

(4)  (b)  This  is  a  complex  capital  structure  because  of  the  stock  option  outstanding.  The  redeem¬ 

able  preferred  shares,  however,  do  not  make  it  a  complex  one.  Only  convertible  preferred 
shares  would  do  so. 

(2)  (c)  In  this  case,  since  there  are  no  extraordinary  items,  the  presentation  of  EPS  would  not 

include  an  EPS  figure  for  “before  and  after’’  extraordinary  items. 


Basic  EPS 

Common  Shares 

Net  Income 

Earnings  per  statement 

$  850,000 

Preferred  dividends  V4  year 

10%  x  5.00  x  (100,000  -  1,000) 

(247,500) 

available  to  common 

100,000 

$  602,500 

EPS 

$  6.03 

Fully  diluted  EPS 

available  as  above 

100,000 

$  602,500 

assumed  exercise  of  option 

10,000 

10,000  x  $20.00  x  10% 

20,000 

110,000 

$  622,500 

Fully  diluted  EPS 

$  5.66 

(4)  (e)  It  is  important  to  distinguish  between  complex  and  simple  capital  structures  because  a 

complex  one  could  include  a  fully  diluted  EPS  presentation  in  addition  to  basic  EPS. 

18  Q.  5  F,  G,  and  H 

Statement  of  Partners’  Capital  Accounts 
for  the  month  ended  January  31,  1980 


F 

G 

H 

Total 

Capital  balances  12/31/79 

$30,000 

10,000 

40,000 

80,000 

Share  of  net  income  —  note  1 

4.000 

4,000 

4.000 

12,000 

Revaluation  of  assets  —  note  2 

10,000 

10.000 

10,000 

30,000 

Drawings 

(5,000) 

(5,000) 

Withdrawal  of  F  —  note  3 

(44,000) 

4,500 

4.500 

(35,000) 

Capital  balances  1/31/80 

$  — 

28,500 

53,500 

82,000 

Note  1:  $12,000  divided  equally 

Note  2:  Revaluation  of  ($100,000  -  70,000),  i.e.,  fair  value  less  book  value,  divided 
equally 

Note  3:  F  capital  account  of  $44,000.  F  received  $35,000  cash  and  remainder  of  capital 
account  of  $9,000  was  distributed  to  G  and  H  equally. 
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20  Q.  6 

(8)  (a)  Income  before  extraordinary  item 

Income  tax  expense 

Extraordinary  item 
Loss  on  disposal  of  investments 
Tax  recovery 
Net  income  after  taxes 


$54,000 

19,400 

$34,600 


(7,000) 

1,400  (5,600) 

$29,000 


Note  that  the  disposal  of  land  is  not  an  extraordinary  item  and  does  not  require  an 
individual  tax  effect. 


(b) 

Alpha 

Industry 

gross  margin 

90/195 

48.71 

30.90 

current  ratio 

26/8 

3.25 

1.10 

profit  on  sales 

29/195 

14.87 

6.15 

debt/net  worth 

13/68 

19.11 

261.20 

We  see  from  the  above  that  the  gross  margin  and  current  ratios  are  higher  for  Alpha  than 
for  the  Industry.  Profit  on  sales  is  much  higher.  The  problem  here  is  one  of  interpretation. 
Do  we  use  net  income  or  income  before  the  extraordinary  item?  Using  the  latter,  profit  on 
sales  is  34,600/180,000,  or  19.22  which  is  far  above  the  industry  average.  The  company  is 
not  using  leverage  (19. 1 1  vs  261 .20)  as  much  as  the  industry.  This  could  be  the  cause  of 
the  lower  profit/sales  ratio  in  the  industry,  i.e.,  higher  interest. 

(4)  (c)  On  the  balance  sheet,  Alpha  would  show  a  deferred  tax  item.  This  would  amount  to: 

Tax  rate  X  (difference  between  accounting  depreciation  and  capital  cost  to  date) 


100 


END  OF  SOLUTIONS 
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COST  ACCOUNTING  311  EXAMINATION 
December,  1980 


Time:  3  Hours 

Q.  I  The  Waterloo  Co.  Ltd.  uses  perpetual  inventories.  Following  are  selected  balances  taken  from 
certain  accounts: 


Dec.  31,  1978 

Dec.  31,  1979 

Stores 

$17,000 

$  24,000 

Cost  of  goods  sold 

— 

140,000 

Factory  overhead  applied 
(at  50%  of  direct  labour  cost) 

_ 

25,000 

Work  in  process 

12,000 

14,000 

Factory  overhead  control 

— 

28,000 

Finished  goods 

28,000 

45,000 

Required: 

Entries  in  general  journal  form  summarizing  the  operating  activities  of  the  year  1979,  which 
were  recorded  in  the  above  accounts. 

Q.  2  Standard  costs  of  the  Blenheim  Co.  Ltd.  's  only  product  are  as  follows: 


Materials  $  3 

Direct  labour  7 

Variable  overhead  2 

Fixed  overhead  [ 

$13 


Variable  selling  and  administrative  expenses  are  $2,000.  Fixed  selling  and  administrative 
expenses  are  $1 ,000.  Normal  capacity  is  1 ,000  units. 

Required: 

(5)  (a)  What  price  per  unit  should  Blenheim  charge  in  order  to  make  a  20%  profit  at  normal 

capacity? 

(3)  (b)  At  the  price  computed  in  (a),  what  would  their  breakeven  point  be? 
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Q.  3  The  Trutch  Co.  Ltd.  manufactures  a  product  which  passes  through  two  departments,  1  and  2. 
Trutch  uses  a  standard  cost  system  with  the  following  standards: 

Standard  Costs  —  Department  1 

Tolal  $4.00 

Standard  Costs  —  Department  2 


Materials  2  pieces  (a  $.48 

$  .96 

Direct  labour  1 'h.  hour  (a  $3.80 

1.90 

Variable  overhead 

.70 

Fixed  overhead 

.20 

$3.76 


In  Department  2,  inspection  takes  place  when  the  product  is  80%  complete.  A  spoilage  rate  of 
5%  of  good  output  is  considered  normal.  Material  is  added  to  good  units  after  inspection. 

The  following  information  is  available  for  Department  2  for  the  month  of  September: 

(1)  Beginning  inventory  (50%  complete) —  10,000  units 

(2)  Received  from  Department  1  during  September  —  40,000  units 

(3)  Transferred  to  Finished  Goods  inventory  —  42,000  units 

(4)  Ending  inventory  (90%  complete)  —  5,000  units 

(5)  Fixed  overhead  budget  —  $8,000 

(6)  Materials  used  (94,000  pieces)  —  $47,000 

(7)  Direct  labour  (22,500  hours)  —  $90,000 

(8)  Variable  overhead  incurred  —  $33,800 

(9)  Fixed  overhead  incurred  —  $8,200 
Required: 

(22)  (a)  For  Department  2,  compute  as  many  variances  as  possible  for  the  current  period. 

(2)  (b)  What  is  the  normal  capacity  of  Department  2? 

(3)  (c)  Compute  the  amount  to  be  charged  to  Finished  Goods  under  the  standard  cost  system. 
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Q.  4  You  are  preparing  next  year’s  cash  budget  for  the  Balaclava  Co.  Ltd.  and  have  collected  the 
following  information: 

( 1 )  Balaclava  manufactures  one  product  having  standard  variable  costs  as  follows: 

Materials  5  sq.  ft.  @  $2.00  $10.00 

Direct  Labour  3  hr.  @  $3.00  9.00 

Variable  overhead  3.00 

(2)  Depreciation  per  month  is  $3,000. 

(3)  Sales  price  per  unit  is  $40. 

(4)  The  only  variable  selling  expenses  are  salesmen’s  commissions  at  10%. 

(5)  Fixed  selling  and  administrative  expenses  are  $2,000  per  month. 

(6)  Normal  monthly  production  is  1 ,500  units. 

(7)  Budgeted  monthly  sales  in  units: 


March 

1,100 

April 

1,000 

May 

1,200 

June 

1,800 

(8)  The  economic  order  quantity  for  material  is  20,000  sq.  ft.  An  order  must  be  placed  and 
paid  for  in  the  month  before  it  is  required. 

(9)  Inventory  of  material  on  March  31  will  be  1 1 ,000  sq.  ft. 

(10)  Cash  balance  on  March  31  will  be  $10,000 

(11)  Assume  that  payroll,  variable  overhead  and  fixed  costs  are  paid  for  in  the  month  that  they 
are  incurred. 

(12)  All  sales  are  made  on  account.  All  customers  pay  within  30  days. 

Required: 

Prepare  the  cash  budget  for  April.  Indicate  if  any  financing  will  be  required. 
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Q.  5  The  President  of  the  Carnarvon  Co.  Ltd.  does  not  really  understand  why  a  significantly  large 
volume  variance  frequently  appears  on  his  company’s  Income  Statement.  In  the  period  just 
completed,  14,000  units  were  produced  and  10,000  units  were  sold  at  $70.  Variable  manufac¬ 
turing  costs  exceeded  standard  by  $13,000.  There  was  no  fixed  overhead  spending  variance 
Variable  selling  and  administrative  expenses  were  $40,000.  Fixed  selling  and  administrative 
expenses  were  $55,000. 


Standard  Cost  per  Unit 


Materials  3  gal.  @  $4.00  $12.00 

Direct  labour  2  hrs.  @$5.00  10.00 

Variable  overhead  2  hrs.  @$1.00  2.00 

Fixed  overhead  2hrs.  @$10.00  20.00 


$44.00 


Normal  activity  is  30,000  hours. 

Required: 

(3)  (a)  Was  there  a  Denominator  Variance  this  period?  How  much?  Explain  to  the  President  what 

this  variance  means. 

(10)  (b)  The  President  has  heard  that  Direct  Costing  will  solve  his  problem.  Prepare  an  Income 

Statement  for  the  period  using  Direct  Costing. 

(3)  (c)  What  net  income  would  have  been  reported  for  this  period  had  Absorption  Costing  been 

used?  (Income  Statement  not  required). 

10  Q.  6  The  Bayswater  Equipment  Co.  Ltd.  has  two  producing  departments  —  Mixing  and  Finishing 
—  and  two  service  departments  —  Cafeteria  and  Product  Design.  They  use  the  step  method  in 
allocating  service  department  costs  to  producing  departments.  Cafeteria  is  allocated  first.  In 
calculating  predetermined  overhead  rates,  direct  labour  hours  is  used  as  a  denominator  in  both 
producing  departments. 


Cafeteria 

Product 

Design 

Mixing 

Finishing 

Budgeted  overhead 

$10,000 

$  50,000 

$  100,000 

$  200,000 

No.  of  employees 

10 

5 

65 

130 

No.  of  product  orders 

Direct  labour  hrs. 

100 

30,000 

200 

80,000 

Job  No.  123 


Mixing: 

Materials 

Direct  labour 

$100.00 

3  hours  @  $5.00 

Finishing: 

Materials 

Direct  labour 

$15.00 

4  hours  @  $7.00 

Required: 

(8)  (a)  Develop  predetermined  overhead  rates  for  the  Mixing  and  Finishing  departments. 

(2)  (b)  What  was  the  total  cost  of  Job  No.  123? 
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Q7 

(3)  (a)  Why  are  accountants  interested  in  allocating  joint-product  costs  to  the  individual  products 

involved? 

(3)  (b)  Explain  what  is  meant  by  “controllable”  costs.  How  is  the  idea  of  controllability  related  to 

responsibility  accounting? 

(3)  (c)  Explain  the  meaning  of  “relevant”  cost.  Why  are  historical  costs  irrelevant? 

(3)  (d)  What  accounting  problems  does  a  manufacturing  company  have  that  a  merchandising 

company  does  not? 

100  END  of  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


COST  ACCOUNTING  311  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 


This  exam  was  handled  well  by  many  of  the  candidates.  In  some  cases,  candidates  lost  potential  marks  because  they 
did  not  show  their  calculations. 


Specific 


Q  i 

Q.2 


Q.3 


This  question  was  generally  well  done  though  some  candidates  were  unable  to  follow  the  flow  of  costs 

through  the  manufacturing  process.  Many  candidates  ignored  or  incorrectly  calculated  the  direct  labour 

amount.  Some  confused  Overhead  Control  with  Overhead  Applied. 

Although  this  question  was  generally  well  done,  a  number  of  candidates  had  no  idea  how  to  deal  with  it. 

Many  could  not  pick  out  the  fixed  and  variable  costs  or  the  total  cost  (even  though  given). 

(a)  Many  candidates  expressed  profit  as  20%  of  cost  rather  than  20%  of  sales. 

(a)  As  a  background  to  part  (a),  it  was  necessary  to  compute  equivalent  production  using  the  FIFO 
approach.  Some  candidates  did  not  compute  equivalent  production  figures.  Others  made  errors 
in  this  computation  or  used  the  weighted  average  approach.  Still  others  computed  equivalent 
production  correctly  but  did  not  use  these  numbers  as  the  basis  for  variance  analysis.  Some  of 
the  common  errors  in  variance  analysis  were: 

Materials  price  —  not  computed  because  purchases  were  not  given 
Materials  quantity  —  labelled  as  such,  but  actually  the  price  variance 
Variable  overhead  —  budget  for  actual  hours  omitted 
Fixed  overhead  —  reversed  budget  and  standard 

(b)  This  part  was  fairly  well  done,  though  a  number  of  candidates  did  not  specify  whether  the 
answer  was  in  units  or  hours  or  else  mixed  these  up. 

(c)  A  number  of  candidates  omitted  Department  1  costs.  Many  failed  to  allocate  5/47  of  the 
normal  spoilage  to  ending  inventory. 


Q.4 


Q.5 


This  question  was  well  done  by  most  condidates.  The  more  common  errors  were  as  follows: 

(1)  Incorrect  calculation  of  accounts  receivable. 

(2)  Incorrect  calculation  of  materials  purchased.  It  was  necessary  to  purchase  20,000  sq.  ft.  in 
April  (EOQ)  in  order  to  have  the  required  balance  on  hand  for  May. 

(3)  Inclusion  of  depreciation,  a  non-cash  item. 

(a)  Most  candidates  were  able  to  correctly  calculate  the  denominator  variance  but  the  explanations 
to  the  President  were  usually  difficult  to  understand.  Candidates  should  be  aware  that  technical 
accounting  terms  readily  understandable  to  the  accountant  may  be  incomprehensible  to  others 
and  should  be  put  into  language  more  easily  understood  by  other  managers,  like  the  President, 
who  may  not  have  an  accounting  background. 

(b)  Well  done  by  most  candidates.  The  most  frequent  error  was  the  incorrect  calculation  of  fixed 
overhead. 

(c)  Most  candidates  correctly  calculated  the  difference  in  income  between  Direct  and  Absorption 
Costing  as  the  $80,000  of  fixed  overhead  absorbed  in  closing  inventory  under  Absorption. 
However,  quite  a  few  did  not  know  whether  to  add  it  to  or  deduct  it  from  Direct  Costing  net 
income  and  many  made  simple  calculation  errors  in  connection  with  the  $80,000  figure. 
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Q.6 


This  question  was  generally  well  done  except  for  errors  in  arithmetic.  A  number  of  candidates  failed  to 
allocate  the  Cafeteria  first.  Some  used  incorrect  direct  labour  hours.  In  part  (b)  many  used  the  total 
figures  rather  than  the  figures  for  Job  #23. 


Q.7 


(a)  The  major  error  in  this  part  was  the  inclusion  of  erroneous  purposes  such  as: 

(1)  decision  making; 

(2)  control; 

(3)  pricing. 

(b)  (c)  These  parts  were  well  done  except  by  those  candidates  who  had  absolutely  no  idea  what  the 

terms  meant. 

(d)  Marks  were  lost  in  this  part  because  the  answers  were  inadequate.  Three  distinct  problems  were 
required  for  full  marks. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


COST  ACCOUNTING  311  EXAMINATION 
December,  1980 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 


(a)  Stores 

Accounts  payable 

91,000 

91,000 

(b)  Work  in  process 

Stores 

84,000 

84,000 

(c)  Work  in  process 

Accrued  payroll 

50,000 

50,000 

(d)  Work  in  process 

Factory  overhead  applied 

25,000 

25,000 

(e)  Factory  overhead  control 

Sundry  credits 

28.000 

28,000 

(f)  Finished  goods 

Work  in  process 

157,000 

157,000 

(g)  Cost  of  goods  sold 

Finished  goods 

140,000 

140,000 

(a)  Variable  costs  (1 ,000  Ca  $14) 

Fixed  costs 

Total  costs 

$14,000 

2,000 

$16,000 

In  order  to  make  a  gross  profit  of  20%,  costs  are  80%  of  sales.  Therefore,  sales  revenue 
must  be: 


x  $16,000  =  $20,000 

80 


Price  per  unit: 


$20,000  _  520 
1,000 

(3)  (b)  Breakeven  point: 

$2,000  =334  units  OR  $6,680 

$20-$14 
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DEPARTMENT  2 


Physical 

Transfd 

Conversion 

Flow 

In 

Materials 

Costs 

Beginning  inventory  (50%) 

10,000 

Received  from  Department  1 

40,000 

50,000 

Transferred  to  Finished  Goods 

42,000 

42,000 

42,000 

42,000 

Normal  spoilage 

2,350 

2,350 

— 

1,880 

Abnormal  spoilage 

650 

650 

— 

520 

Ending  Inventory  (90%) 

5,000 

5,000 

5,000 

4,500 

Total  work  done 

50,000 

50,000 

47,000 

48,900 

Previous  periods 

10,000 

— 

5,000 

Current  period 

40,000 

47,000 

43,900 

(a)  Material  price  variance 

(.50  -  .48)94,000 

1,880  U 

Material  quantity  variance 

94,000  -  (2  x  47,000) 

nil 

Direct  labour  rate  variance 

(3.80  x  22,500)  -  90,000 

4,500  U 

Direct  labour  efficiency  variance 

3.80  (22,500  —  V4  x  43,900) 

2,090  U 

Overhead 

Budget 

Budget 

Standard 

Actual 

Actual 

Standard 

Applied 

Variable 

33,800 

31,500 

30,730 

30,730 

Fixed 

8,200 

8,000 

8,000 

8.780 

Spending  Efficiency  Denominator 


Variable 

2,300  U 

770  U 

— 

Fixed 

200  U 

— 

780  F 

(2) 

(b)  $8,000  =  $  20  Normal  capacity  is  40,000  units  or  20,000  hours. 

Normal 

(3) 

(c)  42,000  (a  7.76  = 

325,920 

Normal  spoilage: 

42/47  (2,350  (a  4.00)  + 
42/47  ( |  ,880  (a  2.80)  = 

13,104 

339.024 

S.1IID80 
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15  Q.  4 


Balaclava  Co.  Ltd. 
Cash  Budget 

For  the  Month  of  April,  19— 


Balance  in  cash  account,  April  1 

$10,000 

Collection  of  accounts  receivable 

(1,100  units  (5  $40) 

44,000 

$54,000 

Disbursements: 

Materials  (20,000  sq.  ft.  @  $2.00) 

$40,000 

Direct  labour  (4,500  hr.  @  $3.00) 

13,500 

Variable  overhead  (4,500  hr.  (a  $1 .00) 

4,500 

Variable  selling  (10%  of  $40,000) 

4,000 

Fixed  selling  and  administrative 

2,000 

64,000 

Financing  required 

$10,000 

16  Q.  5 

(3)  (a)  Denominator  Variance: 

$10(30,000  -  28,000)  =  $20,000  U 


Although  this  company  works  30,000  hours  (or  produces  15,000  units)  in  an  average  period,  in 
this  period  they  produced  only  14,000  units  which  should  take  28,000  hours.  Work  in  Process 
was  charged  with  $280,000  for  Fixed  Overhead  but  actual  expenditure  was  $300,000.  In  other 
words,  the  actual  Fixed  Overhead  cost  was  more  than  $20  per  unit. 

(10)  (b)  Direct  Costing  Income  Statement 


(3) 


Sales  (10,000(5  $70) 

$700,000 

Variable  Costs: 

Manufacturing  ( 10,000  (5  $24) 

Variable  variances  (unfavorable) 

Selling  and  administrative  expenses 

Contribution  margin 

$240,000 

13,000 

40,000 

293,000 

$407,000 

Fixed  Costs: 

Overhead 

Selling  and  administrative  expenses 

Net  income 

$300,000 

55,000 

355,000 
$  52,000 

(c)  (14,000  -  10,000)  units  (5  $20 

Direct  costing  net  income  (from  (b) ) 

Net  income  —  Absorption  costing 

$  80,000 
52,000 

$132,000 

Page  3 
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10  Q.  6 
(8) 


(2) 

12  Q.  7 
(3) 

(3) 

(3) 

(3) 

100 


S3IID80 


Product 

(a) 

Cafeteria 

Design 

Mixing 

Finishing 

Budgeted  overhead 

10,000 

50,000 

100,000 

200,000 

Cafeteria 

10,000 

250 

3,250 

6,500 

Product  design 

50,250 

16,750 

33,500 

Total  overhead 

120,000 

240,000 

Direct  labour  hrs. 

30,000 

80,000 

Overhead  rate 

4.00 

3.00 

(b) 

Job  No.  123 

Mixing 

Finishing 

Total 

Materials 

100 

15 

115 

Direct  labour 

15 

28 

43 

Overhead 

12 

12 

24 

Total 

127 

55 

182 

(a)  Joint-product  costs  are  allocated  to  products  for  purposes  of  inventory  costing  and 
financial  reporting.  Such  allocation  is  useless  for  planning  and  control  purposes. 

(b)  Controllable  costs  are  costs  which  may  be  directly  regulated  at  a  given  level  of  managerial 
authority,  either  in  the  short  run  or  in  the  long  run.  All  costs  are  controllable  at  some  level 
of  authority  at  some  point  in  time.  Responsibility  accounting,  to  be  effective,  must  only 
hold  a  manager  responsible  for  those  costs  which  he  can  control. 

(c)  Relevant  costs  are  expected  future  costs  that  will  differ  between  alternatives.  In  view  of  the 
definition  of  relevant  costs,  historical  costs  are  always  irrelevant  because  they  are  not 
future  costs.  They  may  be  helpful  in  predicting  relevant  costs,  but  they  are  always 
irrelevant  costs  per  se. 

(d)  (1)  Recording  and  classification  of  manufacturing  costs. 

(2)  Problems  related  to  inventories  of  Raw  Materials  and  Work  in  Process. 

(3)  Timing  of  cost  expiration  (particularly  Fixed  Overhead). 

(4)  Treatment  of  manufacturing  overhead. 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

COST  ACCOUNTING  311  EXAMINATION 
March,  1981 


Marks 

12  Q.  I 


Time:  3  Hours 

The  Arbutus  Co.  Ltd.  produces  three  joint  products  —  A,  B  and  T  In  October,  1980  there 
were  no  beginning  inventories.  Sales  and  production  figures  were  as  follows: 


Product 

Production 

Sales 

Unit  Price 

A 

5,000 

4,000 

$10.00 

B 

9,000 

7,000 

6.00 

T 

11,000 

8,500 

13.00 

Joint  costs  were  $140,000.  Processing  costs  beyond  the  split-off  point  were: 

A  $11,000 

B  13,000 

T  23,000 


Required: 


(9)  (a)  Compute  the  total  cost  of  the  ending  inventory  and  the  cost  of  ending  inventory  for  each 

product. 

(3)  (b)  An  opportunity  has  arisen  to  sell  1 1 ,000  units  of  product  Tat  the  split-off  point  at  a  price  of 

$10.00.  Should  Arbutus  take  advantage  of  this  opportunity? 

(Show  calculations) 
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15  Q.  2  The  Alma  Co.  Ltd.  manufactures  a  product  which  passes  through  two  departments,  A  and  B. 

The  company  uses  a  weighted  average  process  costing  system.  You  have  been  asked  to  prepare 
a  cost  of  Production  Report  for  Department  B. 

In  Department  B,  inspection  takes  place  when  the  product  is  90%  complete.  A  spoilage  rate  of 
,6%  of  good  output  is  considered  normal.  Material  is  added  to  good  units  after  inspection. 

The  following  information  is  available  for  the  month  of  November,  1 980: 


Units 

Dollars 

Beginning  Inventory  (40%  complete) 

5,000 

Department  A  costs 

$29,500 

Department  B  costs 

4.900 

Received  from  Department  A  during  the  month 

11,000 

66,500 

Transferred  to  Finished  Goods  Inventory 

10,000 

? 

Abnormal  spoilage  (discovered  where  these  units 

were  50%  complete) 

400 

? 

Ending  inventory  (60%  complete) 

? 

? 

Costs  incurred  by  Department  B: 

Materials  (25.000  pounds) 

10,000 

Direct  labour  (2,000  hours) 

15,000 

Variable  overhead 

3,000 

Fixed  overhead 

1 1 ,450 

Required: 


Prepare  a  Cost  of  Production  Report  for  Department  B  for  November,  1980. 

18  Q.  3  The  Alma  Co.  Ltd.  has  just  introduced  a  standard  cost  system.  These  standards  are  to  be  used 
in  evaluating  Department  B’s  performance  during  the  month  of  November  as  reported  in 
Question  2. 


Standard  Costs  —  Department  B 


Materials 

2  pounds  @  $  .49 

$  .98 

Direct  labour 

1/6  hour  @  $6.60 

1.10 

Variable  overhead 

1/6  hour  @$1.20 

.20 

Fixed  overhead 

1/6  hour  @  $5.40 

.90 

$3.18 


Denominator  activity  was  12,000  units. 


Required: 


Compute  two  variances  for  each  cost  element. 
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Q.  4  The  Dunbar  Co.  Ltd.  manufactures  a  product  with  the  following  standard  unit  costs: 


Materials  $  3. 00 

Direct  labour  5. 00 

Variable  overhead  2.50 

Fixed  overhead  1.50 

$12.00 


Variable  selling  and  administrative  expenses  are  $3.00  per  unit.  During  the  next  year,  Dunbar 
plans  to  produce  and  sell  100,000  units.  Fixed  selling  and  administrative  expenses  are 
expected  to  be  $220,000. 

Required: 

(3)  (a)  What  price  will  Dunbar  have  to  charge  in  order  to  produce  a  profit  before  taxes  of 


(3)  (b)  If  they  were  to  charge  a  price  of  $25.00  per  unit,  what  would  their  breakeven  point  be? 

(4)  (c)  What  price  would  they  have  to  charge  if  their  profit  objective  is  20%  of  sales? 

Q.  5  You  have  been  asked  to  prepare  a  flexible  overhead  budget  for  January,  1981.  You  are  to  base 
this  budget  on  the  actual  costs  incurred  during  two  representative  months  of  1980.  July  and 
October  have  been  selected  as  appropriate  for  this  purpose.  In  addition,  you  have  been  advised 
that  indirect  materials  costs  are  expected  to  be  5%  higher  in  1981  than  in  1980,  and  indirect 
labour  costs  are  expected  to  increase  by  10%.  No  increase  is  predicted  for  other  overhead  costs. 


Units  produced 
Direct  labour  hours 
Units  sold 

Direct  materials  used 
Fleat,  light  and  power 
Foremen’s  salaries 
Direct  labour  cost 
Depreciation  of  machinery 
Maintenance  supplies 
Factory  rent 
Advertising  expense 
Wages  of  maintenance  men 
President’s  salary 


July 

October 

10,000 

20,000 

5,000 

10,000 

12,000 

17,000 

$30,000 

$60,000 

800 

1,100 

4.000 

4,000 

25,000 

50,000 

1,300 

1,300 

1,000 

2,000 

1,800 

1,800 

13,000 

15,000 

15,000 

30,000 

5,000 

5,000 

Required: 


(13)  (a) 
(2)  (b) 


Prepare  a  flexible  overhead  budget  in  good  form  for  the  month  of  January,  1981 ,  when 
production  is  expected  to  be  16,000  units. 

What  is  the  company ’  s  monthly  flexible  overhead  budget  formula  for  1981? 
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15  Q.  6  The  following  information  is  related  to  the  payroll  of  Coliingwood  Co.  Ltd. 

(1)  The  company  works  a  five-day  week. 

(2)  The  following  employees  are  paid  every  second  Friday  for  the  two  weeks  ending  on  the 
preceding  Wednesday: 

Direct  labour —  payroll  is  $  1 ,000  per  working  day 
Indirect  labour  —  payroll  is  $500  per  working  day 
March  pay  days  are  on  the  9th  and  the  23rd. 

(3)  The  following  employees  are  paid  on  the  15th  and  on  the  last  working  day  of  the  month: 

Factory  supervisors  —  $  1 ,600  per  month 
Sales  staff  —  $4,000  per  month 
Administrative  staff  —  $3 ,000  per  month 

(4)  Rates  of  withholdings  and  fringe  benefits  are  as  follows: 

Income  tax  withheld  —  20% 

Vacation  pay  —  4% 

Unemployment  insurance  —  1.35% 

Canada  pension  plan  —  1 .8% 

(5)  Coliingwood  is  required  to  match  the  employees’  contributions  for  Canada  pension  plan 
and  to  contribute  1.89%  for  Unemployment  Insurance. 

(6)  Remittances  to  the  Receiver  General  for  Canada  are  made  on  the  15th  day  of  the  following 
month. 

(7)  Following  are  calendars  for  February  and  March: 


FEBRUARY 


s 

M 

T 

W 

T 

F 

S 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1  1 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

MARCH 


S 

M 

T 

W 

T 

F 

S 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

Required: 

(14)  (a)  Payroll  journal  entries  for  March. 

(I)  (b)  Balance  in  the  Accrued  Payroll  account  on  March  31st. 
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15  Q.  7 

(3)  (a)  "Many  benefits  of  budgeting  stem  from  the  initial  planning  that  budgeting  requires  ” 

Discuss. 

(3)  (b)  Discuss  the  purposes  of  using  predetermined  overhead  rates  in  a  job  cost  system,  and 

describe  the  pattern  of  budgetary  procedure  necessary  to  derive  a  rate  for  a  specific 
operating  department. 

(3)  (c)  Could  a  budgeting  system  lead  to  results  which  were  against  the  best  interests  of  the 

company  as  a  whole?  Discuss. 

(3)  (d)  In  designing  an  inventory  control  system,  what  are  three  key  questions  which  must  be 

answered? 

(3)  (e)  In  a  standard  cost  system,  what  alternative  treatments  are  available  for  dealing  with 

variances  at  the  end  of  an  accounting  period?  Which  would  you  recommend? 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Specific 
Q  1 


Q.2 


Q.3 


Q.4 

Q.5 


COST  ACCOUNTING  311  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


(a)  The  allocation  of  joint  costs  was  done  on  many  different  bases  such  as: 

(1)  number  of  units 

(2)  sales  value  of  production 

(3)  sales  revenue  minus  further  processing  costs 

(4)  sales  value  of  production  minus  further  processing  costs. 

Method  (4)  was  the  only  one  which  received  full  marks.  In  valuing  the  ending  inventory,  some 
candidates  failed  to  include  both  joint  and  separable  costs. 

(b)  In  answering  this  part,  many  candidates  included  joint  costs  which  are  irrelevant  for  decision¬ 
making.  Some  candidates  computed  the  $10,000  difference  correctly,  but  came  to  the  wrong 
conclusion. 

This  question  was  poorly  done  by  many  candidates.  The  most  common  errors  were: 

(1)  improper  format  for  cost  of  production  report 

(2)  allocation  of  normal  spoilage  between  finished  goods  and  ending  inventory  although  such 
allocation  was  not  required  in  this  question 

(3)  incorrect  calculation  of  equivalent  units  for  normal  and  abnormal  spoilage 

(4)  failure  to  add  normal  spoilage  cost  to  cost  of  finished  goods. 

Few  candidates  bothered  to  compute  equivalent  production  for  the  current  period  which  is  an 
essential  first  step  in  nearly  all  standard  process  costing  problems.  Hence,  many  of  the  variances 
were  based  on  the  wrong  number  of  units.  More  specific  errors  in  variance  calculations  were  as 
follows: 

—  materials  —  use  of  $.98  rather  than  $.49  as  the  standard  price, 

—  labour  efficiency  —  use  of  actual  rather  than  standard  rate, 

—  overhead  —  budget  and  standard  reversed. 

(a)  This  part  was  well  done  by  most  candidates. 

(b)  A  number  of  candidates  omitted  selling  and  administrative  expenses  from  this  calculation. 

(c)  Some  candidates  did  not  know  how  to  incorporate  the  20%  profit  into  their  solution. 

(a)  Many  candidates  did  not  have  any  idea  how  to  approach  this  problem.  They  did  not  distinguish 
overhead  from  other  costs.  Many  did  not  bother  to  determine  fixed,  variable  or  mixed  costs  or  had 
difficulty  in  doing  so.  Some  candidates  dealt  with  July  and  October  but  not  with  January. 

(b)  This  part  was  not  well  done.  A  common  error  was  to  divide  the  total  costs  by  production. 
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Q.6 


This  question  was  poorly  done  by  many  candidates.  The  most  common  errors  were: 


(1)  deducting  vacation  pay  from  payroll  in  the  same  manner  as  the  deductions  for  U.I.  and 

(2)  using  the  wrong  dates  for  journal  entries 

(3)  neglecting  to  record  the  entry  on  March  15th  to  remit  U.I.,  C.P.P.  and  Income  Tax  to  the 
government 

(4)  failing  to  calculate  and  record  the  employer's  payroll  expense  for  U.I.  and  C.P.P. 

(5)  failing  to  separate  payroll  expenses  into  the  three  categories  of  overhead,  selling  expense  and 
administrative  expense 

(6)  very  inaccurate  expense  calculations. 

Many  candidates  responded  to  these  questions  in  too  general  a  way.  Others  aimed  for  quantity  rather 
than  quality. 

(a)  Though  many  candidates  did  well  on  this  question,  some  spoke  of  the  general  benefits  of 
budgeting  rather  than  the  benefits  from  initial  planning. 

(b)  This  part  was  generally  handled  fairly  well.  A  common  fault  was  not  to  explain  why  it  is  necessary 
to  use  an  overhead  rate. 

(c)  This  part  was  poorly  handled.  Many  candidates  answered  ‘yes’  or  ‘no’  without  giving  reasons  or 
explanations. 

(d)  This  part  was  well  done  by  many  candidates.  Some  focused  on  inventory  costing  methods  rather 
than  on  inventory  control. 

(e)  This  part  was  generally  well  done. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 

12 


COST  ACCOUNTING  311  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 


(a) 

A 

B 

T 

Total 

Sales  value 

50,000 

54,000 

143.000 

247,000 

Further  processing 

11,000 

13,000 

23,000 

47,000 

Relative  sales  value 

39,000 

41,000 

120,000 

200.000 

Joint  costs 

27,300 

28,700 

84,000 

140.000 

Total  costs 

38,300 

41,700 

107,000 

187,000 

Cost  per  unit 

Ending  inventory: 

7.66 

4.633 

9.727 

Units 

1,000 

2.000 

2,500 

Cost 

7,660 

9,266 

24,318 

41,244 

(b)  Difference  in  revenue 

11.000(13-10) 

33,000 

Difference  in  cost 

23,000 

Net  difference 

10,000 

Conclusion:  No.  Arbutus  would  lose  $10,000  (or  $.9 1/unit). 

Cost  of  Production  Report 

Department  B 

April  1980 

Physical 

Transf d 

Conversic 

Flow 

In 

Mat’ls 

Costs 

Beginning  inventory 

5,000 

Received  from  A 

11,000 

16,000 

Finished 

10.000 

10,000 

10,000 

10.000 

Normal  spoilage 

600 

600 

— 

540 

Abnormal  spoilage 

400 

400 

— 

200 

Ending  inventory 

5,000 

5,000 

— 

3,000 

Total  work  done 

16,000 

16.000 

10,000 

13,740 

Previous  periods 

5,000 

— 

2,000 

Current  period 

11.000 

10,000 

11,740 

Costs: 

Total 

Beginning  inventory 

34,400 

29,500 

— 

4,900 

Current 

105,950 

66,500 

10.000 

29,450 

Total 

140,350 

96,000 

10,000 

34,350 

Unit  costs 

9.50 

6.00 

1.00 

2.50 
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Costs  Accounted  For: 


Transferred  to  Finished  Goods  — 
10,000  x  9.50  = 

Normal  Spoilage  — 

600  x  6.00  = 

540  x  2.50  = 

Abnormal  Spoilage  — 

400  x  6.00  = 

200  x  2.50  = 

Ending  Inventory  — 

5,000  x  6.00  = 

3,000  x  2.50  = 


18  Q.  3  Equivalent  production  (see  solution  to  question  2): 


Materials  10,000 

Conversion  costs  1 1 ,740 

Material  price  variance: 

25,000  (.40  -  .49)  =  2,250  F 

Material  quantity  variance: 

.49  (25,000  -  20,000)  =  2,450  U 

Labour  rate  variance: 

2,000  (7.50  -  6.60)  =  1 ,800  U 

Labour  efficiency  variance: 

6.60(2,000-1,956%)=  286  U 

Overhead 


95,000 

3,600 

1,350  4,950 

99,950 

2,400 

500  2,900 

30,000 

7,500  37,500 

140,350 


Actual 

Budget 

Actual 

Budget 

Standard 

Standard 

Applied 

Variable 

3,000 

2.400 

2,348 

2,348 

Fixed 

1 1 ,450 

10.800 

10,800 

10,566 

Spending 

Efficiency 

Denominator 

Variable 

600  U 

52  U 

_ 

Fixed 

650  U 

— 

234  U 

S311M81 
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10  Q.  4 

(3)  (a)  (13.50  x  100,000)  +  150,000  +  220,000  +  600,000  =  2,320,000 

Price  per  unit:  2,320,000  =  $23.20 

100,000 

(3)  (b)  370,000  =  32,174  units  OR  $804,350 

25  -  13.50 

(4)  (c)  Let  x  =  price  per  unit 

lOO.OOOx  -  1,350,000  -  370,000  =  20,000x 
80,000x  =  1,720,000 
x  =  $21.50 


15  Q.  5 

(13)  (a)  Flexible  Overhead  Budget 

For  the  Month  of  January,  1981 


Variable  overhead: 

Heat,  light  and  power 

$  480 

Maintenance  supplies 

1,680 

Wages  of  maintenance  men 

26,400 

Total  variable  overhead 

$28,560 

Fixed  overhead: 

Heat,  light  and  power 

$  500 

Foremen’s  salaries 

4,400 

Depreciation  of  machinery 

1,300 

Factory  rent 

1,800 

Total  fixed  overhead 

$  8,000 

Total  overhead 

$36,560 

(2)  (b)  $8,000  +  $  1.785/un  it 

OR  $8,000  +  $3.57/DLH 
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15  Q.  6 
(14) 


(1) 


S3I1M8I 


(a) 

March  9 

Accrued  payroll 

Income  tax  withheld 
Unemployment  insurance  payable 
Canada  pension  plan  payable 
Cash 


15,000.00 

3,000.00 
202.50 
270.00 
1 1,527.50 


March  15 

Accrued  payroll  4,300.00 

Income  tax  withheld  860.00 

Unemployment  insurance  payable  58.05 

Canada  pension  plan  payable  77.40 

Cash  3,304.55 


March  15 

Income  tax  withheld 
Unemployment  insurance  payable 
Canada  pension  plan  payable 
Cash 


7,720.00 

1,250.64 

1,389.60 

10,360.24 


March  23 

Same  as  March  9 


March  30 

Same  as  March  15 

March  30 

Work  in  process 
Overhead  control 
Selling  expense  control 
Administrative  expense  control 
Accrued  payroll 

Unemployment  insurance  payable 
Canada  pension  plan  payable 
Vacation  pay 

(b)  Accrued  payroll  —  March  3 1  st  —  7  days  @  $  1 ,500  =  $10,500 


22,000.00 

15,260.74 

4,307.60 

3,230.70 


41,600.00 
786.24 
748.80 
1 ,664.00 
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15  Q.  7 

(3)  (a)  (1)  In  the  construction  of  a  budget,  the  combined  knowledge,  experience  and  skill  of  all 

levels  of  management  are  put  to  work  on  the  solution  of  a  common  problem. 

(2)  Planning  in  advance  allows  many  problems  to  be  anticipated  long  before  they  arise, 
and  solutions  can  be  sought  through  careful  study. 

(3)  It  is  not  unusual  to  find  that  budgeting  leads  to  revisions  of  organization  structure  and 
radical  changes  in  accounting  and  other  practices. 


(3)  (b)  Although  as  essential  as  direct  materials  and  labour  to  the  production  process,  overhead 

costs  cannot  be  specifically  identified  with  physical  units  of  product.  It  is,  therefore, 
necessary  to  use  a  common  base  or  denominator,  such  as  machine  hours,  labour  hours,  or 
labour  dollars  to  allocate  overhead  costs  to  job  orders. 

The  rate  is  derived  from  the  factory  overhead  budget  for  the  period.  Total  budgeted 
overhead  is  divided  by  the  base  selected  and  the  rate  thus  computed  becomes  the  overhead 
application  rate  for  the  budget  period. 


(3)  (c)  Yes,  the  budgeting  system  could  focus  a  manager’s  attention  on  a  goal  (e.g.  high 

production,  low  costs,  high  credit  sales,  etc.)  which  is  not  necessarily  in  harmony  with  the 
overall  objectives  of  the  organization.  Another  negative  result  of  the  budgeting  system 
could  be  a  feeling  by  managers  that  controls  are  being  imposed  on  them  without  their 
participation  in  the  planning  process. 


(3) 


(3) 


(d)  ( 1 )  How  much  to  order  —  economic  order  quantity . 

(2)  When  to  order  —  reorder  point. 

(3)  Safety  stock  required. 

(e)  (1)  Carry  the  variance  forward  into  the  next  period. 

(2)  Adjust  inventories  and  cost  of  goods  sold  to  reflect  the  “actual”  costs. 

(3)  Close  the  variance  to  profit  and  loss,  either  as  an  adjustment  of  the  cost  of  goods  sold 
figure,  or  as  miscellaneous  other  income  or  other  expense  items. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 

DECEMBER,  1980 

Note:  Show  all  your  calculations  neatly.  For  those  essay-type  questions,  please  carefully  outline  your 
answer  before  you  start  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the  answer,  not 
the  amount  written. 

Marks 

Time:  3  Hours 

15  Q  1 

Explain  the  nature  of  the  following  types  of  financial  agreements: 

(5) 

(5) 

(5) 

i)  sale  and  leaseback; 

ii)  operating  lease; 

iii)  equipment  trust  certificates. 

10  Q.  2 

The  data  for  the  evaluation  of  two  mutually  exclusive  proposals,  A  and  B,  are  provided  as  follows: 

Proposal  A  Proposal  B 

Expected  NPV  75  100 

Variance  of  NPV  729  289 

Standard  Deviation  of  NPV  27  17 

Coefficient  of  Variation  .36  .17 

The  coefficients  of  correlation  among  Proposal  A,  Proposal  B  and  the  assets  currently  held  by  the  firm  are 
shown  in  Table  1 . 

Table  1 

13  Q.  3 

Assets  of 

Proposal  A  Proposal  B  the  Firm 

Proposal  A  1  .5  .8 

Proposal  B  .5  1  —.7 

Assets  of  the  Firm  .8  —.7  1 

The  variance  and  the  standard  deviation  of  the  NPV  expected  from  the  assets  currently  held  by  the  firm  are 
625  and  25  respectively. 

Required: 

Calculate  the  total  variance  of  combining  the  assets  currently  held  by  the  firm  with,  i)  proposal  A,  and  ii) 
proposal  B. 

Your  son  just  celebrated  his  fifth  birthday.  You  have  decided  to  save  for  his  college  education.  For  this 
purpose,  beginning  next  year,  you  plan  to  invest  equal  annual  amounts  until  and  including  his  18th 
birthday.  You  wish  to  provide  $10,000  per  year  for  four  years  beginning  when  your  son  is  nineteen  (  your 
son  will  receive  $10,000  on  his  19th,  20th,  21st  and  22nd  birthdays). 

What  should  the  equal  annual  installments  be  if  your  money  is  expected  to  earn  12  percent  per  year? 

Page  I  of  2 


163 


12  Q.4 

A  firm  has  decided  to  finance  70%  of  its  total  capital  requirements  by  raising  debt  with  a  1 2%  coupon  rate. 
The  remaining  would  be  provided  by  equity  sources  at  16%.  Currently  the  firm  is  trying  to  choose 
between  two  mutually  exclusive  proposals,  A  and  B.  If  A  is  accepted  the  company  would  finance  the 
entire  project  with  borrowed  funds.  If  B  is  accepted  the  company  would  finance  the  entire  project  with 
equity  funds.  Proposals  A  or  B  would  constitute  a  portion  only  of  the  firm's  total  capital  requirements. 
The  company’s  tax  rate  is  40%. 

Required: 

(6) 

i)  In  the  absence  of  capital  rationing,  which  rates  should  be  used  to  calculate  the  NPVs  for  proposals  A 
and  B? 

(6) 

ii)  Briefly  discuss  the  factors  which  account  for  the  difference  between  market  capitalization  rates  and 
the  costs  of  funds  to  the  firm. 

12  Q.5 

From  the  viewpoint  of  a  manufacturing  enterprise,  compare  the  use  of  short-term  debt  vis-a-vis  long-term 
debt  in  terms  of  flexibility,  cost  and  risk. 

18  Q  6 

Sink  or  Swim  Utility  Services  (SSUS)  is  considering  refinancing  an  old  preferred  stock  issue.  SSUS  has 
65,000  preferred  shares  outstanding  paying  a  $  1 3  dividend  per  year  on  each  share.  The  par  value  of  each 
preferred  share  is  $100  and  the  call  premium  is  7%.  Management  expects  that  65,000  new  preferred 
shares  can  be  issued  at  their  par  value  of  $  100  if  SSUS  offers  a  $  1 1  dividend  per  year.  Flotation  costs  on 
the  new  issue  are  estimated  to  be  $800,000.  (Assume  this  amount  is  completely  deductible  for  tax 
purposes  at  time  0.)  SSUS  is  in  the  40  percent  tax  bracket.  The  call  premium  on  the  old  issue  is  not 
deductible  for  tax  purposes. 

SSUS  has  $20  million  worth  of  bonds  outstanding  which  currently  yield  12%.  The  firm's  weighted 
average  cost  of  capital  on  an  after-tax  basis  is  15%. 

Required: 

(6) 

i)  Calculate  the  present  value  of  the  after-tax  cash  outflows  associated  with  the  refinancing  of  the 
preferred  shares. 

(9) 

ii)  Calculate  the  present  value  of  the  after-tax  cash  savings  associated  with  the  refinancing  of  the 
preferred  shares. 

(3) 

iii)  On  the  basis  of  your  results  should  the  firm  refinance  the  preferred  shares  at  this  time  or  not? 

10  Q.  7 

Explain  the  difference  between  conglomerate  expansion  and  a  horizontal  combination. 

10  Q.  8 

Compare  the  economic  interpretation  of  the  NPV  and  the  IRR  figures  (do  not  limit  your  answer  to 
explanations  of  mathematical  formulae). 

100 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

Students  had  problems  with  question  2  and  3.  Overall  there  were  no  major  problems  with  the  examination  which 

reflected  Level  I  topics  throughout. 

Specific 

Q  1  Students  failed  to  recognize  that  in  a  leverage  lease  agreement,  an  investor  acquires  an  equity  interest  in 

an  asset  having  a  stated  purchase  price  substantially  in  excess  of  the  amount  actually  invested  by 
him/her. 

Q.2  Many  students  did  not  know  the  formula.  Some  even  claimed  that  the  topic  was  not  part  of  the  course. 

These  students  should  refer  to  page  4:6  of  the  Lesson  Notes  and  page  170  of  the  textbook. 

Q.3  The  most  common  mistake  was  trying  to  equate  two  time  equivalents  placed  at  two  points  in  time.  Many 

students  forgot  to  discount  the  PV  of  the  four  payments  eighteen  periods. 

Q.4  This  question  was  handled  well  by  the  majority  of  students. 

Q.5  Students  had  trouble  answering  this  question  because  they  could  not  express  themselves  properly.  It  is 

recommended  that  students  outline  their  answers  before  writing  them  in  essay  form. 

Q.6  Students  used  the  firm’s  weighted  average  cost  of  capital  to  discount  essentially  what  is  a  risk-free  cash 

flow.  This  is  not  correct.  Many  students  were  unable  to  calculate  the  future  savings  due  to  refinancing 
the  old  issue. 

Q.7  This  question  was  well  handled  by  the  majority  of  students. 

Q.8  Many  students  seem  not  to  understand  what  is  meant  by  IRR.  Others  linked  NPV  with  future  earnings 

per  share. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
DECEMBER,  1980 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  Hours 


15  Q.  1.  i)  Agreement  by  which  a  corporation  sells  an  asset  to  a  financial  institution,  such  as  an  insurance 
(5)  company,  and  the  financial  institution  as  a  lessor,  leases  the  asset  back  to  the  corporation. 

(5)  ii)  A  short  term  lease  similar  to  a  rental  agreement.  The  contractual  commitment  covers  a  time  span 
which  is  relatively  short  in  relation  to  the  economic  life  of  the  asset. 

iii)  Agreement  which  is  a  particular  form  of  long-term  debt  financing  frequently  resorted  to  by  railroads 
and  other  transportation  companies  for  the  purchase  of  specific  equipment.  The  financing  is  similar  to 
(5)  a  lease  in  that  a  trustee  holds  title  to  the  assets,  which  serve  as  a  collateral  to  holders  of  the  equipment 

trust  certificate. 


10  Q.  2.  The  variance  which  results  from  the  combination  is  given  by: 

<t2f  +  p  =  <r2p  +  o-2p  +  2pFp<7pO-F 

where:  F  =  assets  currently  held  by  the  firm 
P  --  proposal  A  or  B 
p  =  coefficient  of  correlation 
for  A  we  have: 

<r%  +  A  =  625  +  729  +  2  X  .8  x  27  x  25 
=  2,434 
for  B  we  have: 

<t2p  +  „  =  625  +  289  +  2  X  (-.7)  X  17  x  25 
=  319 


Marks 

(4)  for  correct  formula 
(3)  for  variance  for  the  F  +  A  combination 
(3)  for  variance  for  the  F  +  B  combination 
10 
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13  Q.  3. 

First,  we  find  how  much  money  you  must  have  accumulated  when  your  son  is  18  to  provide  him  with 
$  10,000  per  year  for  the  next  four  years. 

Sum  accumulated  at  t  =  18  =  PV  of  a  4-year  annuity  @  12% 

=  3.037  X  10,000 

=  30,370 

Second,  we  find  how  much  must  be  invested  per  year  from  age  6  to  age  18(13  years) 

30,370  =  FV  of  a  1 3  year  annuity  @  1 2% 

30,370  =  P  x  28.029 

P=  1,083.52 

Marks 

(3)  for  setting  the  first  part  of  the  problem  properly 

(3)  for  correct  value  of  the  sum  required  at  t  =  18 

(4)  for  setting  the  second  part  of  the  problem  properly 
(3)  for  correct  use  of  the  PV  tables  to  calculate  P 

13 

12  Q.  4. 

i)  The  appropriate  rate  to  use  for  both  proposals  is  the  firm’s  cost  of  capital  which  is  calculated  as  .7  x 

(6) 

( 1  —  .4)  X  .12  +  .3  X  .  16,  or  9.8%.  It  is  more  sensible  not  to  match  an  investment  with  its  specific 
source  of  financing  but  rather  to  consider  the  cost  of  the  total  corporate  pool  of  funds  raised  at  various 
times  from  different  sources  at  varying  costs.  The  average  cost  of  such  funds  should  then  be  applied 
against  investment  projects  being  financed  from  the  pool. 

(6) 

ii)  Corporate  taxes  and  the  costs  of  issuing  new  securities  account  for  most  of  the  difference  between 
market  capitalization  rates  and  the  costs  of  funds  to  the  firm.  Market  capitalization  rates  equate  the 
present  value  of  anticipated  future  returns  with  the  current  price  of  a  security.  The  cost  of  funds  to  the 
firm  equates  the  present  value  of  future  cash  outflows  with  the  funds  originally  received.  Taxes  and 
issuing  costs  account  for  the  difference.  The  inflows  and  outflows  to  the  firm  do  not  equal  the 
outflows  to  the  investors  due  to  the  existance  of  taxes  and  issuing  costs. 

12  Q.  5 

(4) 

In  general,  the  use  of  short-term  debt  provides  the  firm  with  more  financial  flexibility  than  long-term  debt. 
The  firm  does  not  have  to  commit  itself  to  long-term  agreements. 

(4) 

The  use  of  short-term  debt  increases  the  risk  of  the  firm;  it  may  not  be  able  to  renew  it.  The  risk  of  cash 
insolvency  can  be  reduced  by  increasing  the  maturity  schedule  of  debt  financing. 

(4) 

When  the  firm’s  yield  curve  is  upward  sloping,  long-term  debt  financing  is  more  expensive  than 
short-term  debt  financing.  Investors  require  a  greater  return  given  to  increased  risk  due  to  the  longer 
maturity  of  the  debt  instruments. 

S316D80 
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18 


Q  6.  i)  The  initial  after-tax  cash  outflows  associated  with  the  refinancing  decision  are: 


Flotation  costs 


=  $480,000 


Call  premium  on  outstanding  shares  7%  of  $6.5  million 


=  455,000 
Total  $935,000 


Marks 

(4)  for  correct  after-tax  flotation  costs 
(2)  for  correct  call  premium 
6 


ii)  If  refinancing  is  undertaken,  annual  savings  in  dividend  payments  would  amount  to  ($13  -  $1 1)  x 
65,000  =  $130,000.  This  is  an  after-tax  figure  since  dividend  payments  are  not  tax  deductible. 

The  firm’s  after-tax  cost  of  debt  (.6  x  12%  =  7.2%)  is  the  correct  rate  to  use  when  obtaining  the  PV  of 
the  annual  savings.  Theoretically  the  savings  will  be  available  in  perpetuity,  thus  their  PV  is: 
$130,000/.072  =  $1,805,555. 

Marks 

(3)  for  correct  calculations  of  the  after-tax  savings 
(3)  for  correct  discount  rate 
(3)  for  correct  PV 
9 

iii)  The  NPV  of  refinancing  is  1,805,555  -  935,000  =  870,555.  This  indicates  that  refinancing  is 
appropriate . 

Marks 

3  for  correct  decision  based  on  the  student's  results  in  parts  i  and  ii. 

10  Q.  7.  Conglomerate  expansion  entails  the  diversification  by  combining  companies  whose  products  or  lines  of 
(5)  business  bear  no  relation  to  one  another. 


Horizontal  expansion  entails  the  combination  of  units  engaged  in  the  same  stage  of  production  and  the 
(5)  distribution  of  identical  products. 


10  Q.  8.  A  proposal’s  NPV  is  the  PV  of  the  cash  generated  after  the  capital  invested  in  the  proposal  has  been 
(5)  returned  and  all  the  costs  associated  with  the  proposal,  including  the  cost  of  raising  the  necessary  capital, 
have  been  paid  for. 


100 


(5) 


The  IRR  may  be  interpreted  as  the  rate  which  must  be  earned  on  the  unrecovered  portion  of  the 
investment. 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
MARCH,  1981 


MARKS 


TIME:  3  HOURS 


NOTE: 

Show  all  your  calculations  neatly.  For  those  essay-type  questions,  please  carefully  outline  your 
answer  before  starting  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the  answer,  not 
the  amount  written. 


9  Q.l  Briefly  explain  three  main  reasons  for  refunding  outstanding  debt  issues. 

15  Q.2  The  Buy  Cheap  Company  Ltd.  is  establishing  a  sinking  fund  to  retire  a  $10,000,000  bond 

issue  which  matures  ten  years  from  now.  The  company  plans  to  set  aside  10  equal  payments 
at  the  beginning  of  each  year  for  the  next  ten  years  to  retire  the  bond  issue.  The  company 
anticipates  that  the  fund  will  earn  12  percent  during  the  first  4  years  and  14  percent 
thereafter. 


10 

16 


REQUIRED: 

Determine  the  annual  contributions  which  must  be  set  aside  to  accumulate  $10,000,000  ten 
years  from  now. 

Q.3  Explain  why  the  NPV  and  the  IRR  may  produce  contradictory  rankings  for  two  investment 
projects.  Illustrate  your  answer  with  a  diagram. 

Q.4  Assume  that  the  Tom  Sheridan  Corporation  will  finance  a  major  expansion  program  as 
follows: 


Debt  (14%  coupon,  $1,000  par  value,  20  year  bonds) 
Preferred  stock  (10%  dividend,  $100  par  value) 

New  common  shares 
Retained  earnings 
Depreciation 


$  40  million 
$  20  million 
$  30  million 
$  10  million 
$  20  million 
$120  million 


The  firm’s  common  stock  is  currently  selling  at  $45  and  can  be  sold  to  net  the  company  $41 
per  share.  The  company’s  next  common  stock  dividend  will  be  $2.00  per  share.  The 
investment  community  perceives  the  rate  of  growth  of  the  firm’s  earnings  of  5%  to  reflect  the 
growth  potential  of  the  firm.  The  firm  is  in  the  45  percent  tax  bracket. 

REQUIRED: 

Based  on  the  information  provided  above,  calculate  the  following: 


(3) 

(i) 

cost  of  debt; 

(2) 

(n) 

cost  of  preferred  shares; 

(3) 

(iii) 

cost  of  new  common  shares; 

(2) 

(iv) 

cost  of  retained  earnings;  and 

(6) 

(v) 

cost  of  capital. 
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12  Q.5 

(4) 

(i)  Explain  what  is  meant  by  the  economic  order  quantity  (EOQ)  model. 

(8) 

(ii)  Explain  the  cost  categories  associated  with  the  derivation  of  the  formula  for  the 
economic  order  quantity.  (Be  specific  about  the  costs  included  in  each  category.) 

20  Q.6 

Mr.  Don  Barnes  owns  600  shares  of  the  TPI  Bank.  The  bank  currently  has  3  million  shares 
outstanding  at  a  market  price  of  $25  per  share.  The  bank  is  about  to  announce  that  it  plans 
to  raise  $  10  million  in  new  equity  capital  through  a  rights  offering  with  a  subscription  price 
of  $20  per  share.  One  right  will  be  associated  with  each  outstanding  share. 

REQUIRED: 

(4) 

(i)  Calculate  how  many  rights  will  be  required  to  subscribe  to  one  new  share  of  stock. 

(4) 

(ii)  Calculate  the  expected  ex-rights  price  of  TPI’s  shares. 

(6) 

(iii)  Compare  Mr.  Barnes’s  total  wealth  before  and  after  the  rights  offering,  assuming  he 
exercises  his  rights  and  purchases  the  new  shares. 

(6) 

(iv)  Compare  Mr.  Barnes’s  total  wealth  before  and  after  the  rights  offering,  assuming  he 
sells  his  rights  in  the  secondary  market. 

NOTE:  Assume  market  prices  equal  theoretical  values  and  disregard  transaction  costs. 

9  Q.7 

Briefly  discuss  three  factors  which  would  affect  the  dividend  policy  of  a  large,  family-owned 
manufacturing  enterprise  which  does  not  intend  to  go  public. 

9  Q.8 

Explain  what  is  meant  by  each  of  the  following: 

(3) 

(i)  factoring 

(3) 

(ii)  bankers’  acceptances 

(3) 

(iii)  chattel  mortgage 

100 

END  OF  EXAMINATION 
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FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
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EXAMINER’S  COMMENTS 


General 

The  pass  rate  for  this  exam  was  low  even  though  the  material  on  which  students  were  examined  was  straightforward. 

Questions  2,  3  and  4  were  poorly  handled  by  many  students. 

Specific 

Q.l  In  general,  this  question  was  well  handled  by  students. 

Q.2  This  question  was  badly  handled  by  many  students.  The  main  problem  encountered  was  students’ 

inability  to  handle  two  discount  rates.  The  examiner  feels  many  students  simply  do  not  understand  time 
value  mathematics.  Some  limit  their  knowledge  to  memorizing  formulae  not  really  understanding  what 
these  mean.  Students  demonstrated  their  lack  of  knowledge  by  frequently  giving  answers  which  the  most 
cursory  examination  would  have  indicated  that  they  were  totally  unacceptable. 

Q.3  Many  students  answered  the  first  part  of  the  question  but  simply  ignored  the  request  to  illustrate  the 

answer  with  a  diagram.  Many  students  limited  their  answers  to  defining  what  is  meant  by  NPV  and  IRR. 

Q.4  This  question  was  handled  relatively  well  by  students.  Some  encountered  problems  when  calculating  the 

cost  of  capital  including  depreciation  charges. 

Q.5  Part  (i)  was  well  handled,  part  (ii)  was  not.  Many  students  were  unable  to  recognize  the  cost  categories 

associated  with  EOQ  and  in  some  cases  misplaced  the  costs  included  in  each  category. 

Q.6  Parts  (i),  (iii)  and  (iv)  were  well  handled.  The  main  problem  with  part  (ii)  was  that  many  students  did  not 

remember  the  formula  necessary  to  calculate  the  theoretical  value  of  the  right. 

Q.7  This  question  was  well  handled. 

Q.8  Students  had  problems  with  the  three  parts  to  this  question  mainly  because  they  did  not  know  what  is 

meant  by  factoring,  bankers’  acceptance  and  chattel  mortgages. 
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SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 


1  Three  main  reasons  for  refunding  include  the  following: 

(a)  New  debt  is  issued  with  proceeds  used  to  repay  the  old  creditors  to  extend  the  terms 
of  debt  financing. 

(b)  New  debt  is  issued  at  lower  interest  rates.  The  old  debt  outstanding  is  called. 

(c)  New  debt  is  issued  with  less  restrictions  on  the  firm.  Old  debt  with  restrictive  provisions 
is  called. 

Marks:  (3)  for  each  reason  correctly  discussed,  up  to  9  marks. 
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Q.2  Let  P  be  the  amount  which  will  be  invested  at  the  beginning  of  each  year  for  the  next  ten 
years.  The  future  value  of  these  payments  should  equal  $10  million  at  t  =  10. 


Up  to  t  -  4,  the  rate  of  return  is  12%.  This  rate  is  assumed  to  be  14%  thereafter.  The 
following  diagram  illustrates  this: 


P  P 

i 

0  1 


Mllllll 


23456789 
-r - 11 - t - 

12%  14% 


$10  million 


The  time  equivalent  of  the  first  5  payments  at  t  =  4  equals  P  X  6.353  (interest  factor  of  a  5 
payment  annuity  @  12%).  This  time  equivalent  at  t  =  10  is  2.195  x  PX  6.353  or  13.9448P. 

The  time  equivalent  of  the  last  5  payments  at  t  =  9  equals  PX  6.610  (interest  factor  of  a  5 
payment  annuity  @  14%  ).  This  time  equivalent  at  t  =  10  is  1.14  X  PXf).610or7.5354P. 

Since  what  will  be  invested  will  equal  $10  million,  we  have 

13.9448P  +  7.5354P  =  10,000,000 
21.4802P  =  10,000,000 
P  =  $465,545 


The  problem  can  be  solved  in  various  different  ways,  one  of  which  consists  of  discounting 
the  terms  back  to  t  =  0.  For  example,  to  discount  $  10  million  to  t  =0,  we  discount  this 
amount  6  periods  @  14%  and  4  periods  @  12%. 

PV  of  $10  million  =  10,000,000  X  .456  X  .636 
=  2,900,160 

The  ten  P  payments  may  be  discounted  as  follows: 

PV  of  P  payments  =  P  +  3.037P  +  .636  X  3.433  X  P 
=  P  +  3.037P  +  2.1834P 
=  6.2204P 

Thus, 

2,900,160  =  6.220P 
P  =  466,235 


Notice  that  the  difference  in  answers  is  solely  due  to  the  limited  accuracy  of  the  tables 
distributed  for  the  examination. 

Marks:  (9)  for  setting  up  problem  properly 

(6)  for  using  correct  table 
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Q.3  For  two  proposals,  the  NPV  and  the  IRR  methods  will  yield  different  rankings  where  the 
NPV  profiles  of  these  proposals  cross  each  other  at  a  point  to  the  right  of  the  firm’s  cost  of 
capital  as  shown  below: 


IRRb  <  IRRa 


discount  rate 


The  difference  in  rankings  arises  due  to  the  different  assumptions  with  regard  to  the  rate  at 
which  the  net  cash  flows  generated  by  proposals  with  different  time  patterns  are  reinvested. 
The  NPV  method  assumes  that  future  net  cash  flows  are  reinvested  at  k,  the  cost  of  capital  to 
the  firm.  The  IRR  method  assumes  that  these  cash  flows  are  reinvested  at  the  proposal’s 

IRR. 

Marks:  (7)  for  correct  explanation  regarding  the  reinvestment  rate  assumption 

(3)  for  correct  diagram 
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16  Q.4 

(3)  (i)  The  cost  of  debt  is  given  by 

kd  =  (1  -  .45)  X  .14 
=  .077  or  7.7% 

(2)  (ii)  The  cost  of  preferred  shares  is  simply  10%. 

(3)  (iii)  The  cost  of  new  common  shares  is  given  by 

kN  =_2.+  .05 
41 

=  .0487  +  .05 
=  .0987  or  9.87% 

(2)  (iv)  The  cost  of  retained  earnings  is  given  by 

k  =  _2  +  .05 
45 

k  =  .0944  or  9.44% 

(6)  (v)  The  proportions  and  costs  are  given  as 


Debt 

Preferreds 
New  Common 


Proportions 

Costs 

Prop.  X  Costs 

.4 

.0770 

.0308 

.2 

.1000 

.0200 

.4 

.0987 

.0395 

.0903 

or  9.03% 


Marks: 


(4)  for  using  correct  proportions 

(2)  for  correctly  multiplying  proportions  and  costs 


12  Q.5 

(4)  (i)  The  EOQ  model  is  a  mathematical  formulation  which,  given  certain  assumptions, 

permits  us  to  determine  the  order  quantity  that  minimizes  the  total  cost  of  inventory 
investment. 

(8)  (ii)  The  costs  associated  with  an  investment  in  inventories  can  be  categorized  into  two 
types  depending  on  whether  they  decrease  or  increase  with  an  increase  in  the  size  of  the 
order.  Increasing  the  quantity  ordered  at  a  given  time  decreases  acquisition  and 
ordering  costs  and  increases  holding  and  finance  costs. 

Acquisition  costs  are  the  costs  of  acquiring  inventory  in  a  given  period  and  they 
decrease  as  the  order  quantity  increases  only  where  quantity  discounts  are  granted. 

Order  costs  include  payments  for  transportation,  equipment  setups,  and  clerical 
functions. 

Holding  costs  include  mainly  storage  costs,  insurance,  taxes,  spoilage,  and 
deterioration  costs. 

The  finance  costs  refer  to  the  opportunity  cost  of  the  funds  being  tied  up  in  inventory. 

Marks:  (2)  for  each  cost  category  correctly  described,  up  to  8  marks. 
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(4) 

(i)  The  number  of  new  shares  to  be  issued  (n)  will  be: 

10,000,000  ™  , 
n  = — ~20~^ -  500,000  new  shares 

Number  of  rights  required  to  purchase  one  new  share  (N)  will  be: 

..  3,000,000 

500,000 

Marks:  (2)  for  correctly  calculating  n 

(2)  for  correctly  calculating  N 

(4) 

(ii)  The  theoretical  value  of  a  right  (r)  equals 

The  ex-rights  price  of  the  shares  (Px)  is  expected  to  be 

Px  =  25  -  .71  =  $24.29 

Marks:  (2)  for  correctly  calculating  R 

(2)  for  correctly  calculating  Px 

(6) 

(iii)  Before  the  rights  offering,  Mr.  Barnes’s  wealth  was  $25  X  600  =  $15,000. 

If  Mr.  Barnes  exercises  his  rights,  he  will  purchase  an  additional  100  shares  of  stock  at 
$20  per  share.  His  total  wealth  then  equals: 

24.29  X  (600  +  100)  -  20  X  100  =  $15,000 

Mr.  Barnes’s  wealth  after  the  rights  offering  remains  unchanged. 

Marks:  (3)  for  correctly  calculating  the  value  of  the  stock  ownership. 

(3)  for  recognizing  that  the  outflow  should  be  subtracted  from  the  value  of 
stock  ownership. 

(6) 

(iv)  If  Mr.  Barnes  sells  his  600  rights  at  $.71  each,  his  wealth  after  the  rights  offering  equals: 
24.29  x  600  +  .71  X  600  =  $15,000 

Here,  too,  Mr.  Barnes’s  wealth  after  the  rights  offering  remains  unchanged. 

Marks:  (3)  for  correctly  calculating  the  value  of  stock  ownership. 

(3)  for  correctly  calculating  the  disposal  value  of  the  rights. 
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Q.7  Students  should  focus  their  discussion  on  the  following  factors: 

1  Investment  opportunities  available  to  the  firm. 

2.  The  liquidity  position  of  the  firm. 

3.  Restrictions  included  in  agreements  with  suppliers  of  senior  capital. 

4.  Cash  requirements  of  the  family  owners. 

Marks:  (3)  for  each  factor  correctly  discussed,  up  to  9  marks. 

Q.8 

(3)  (i)  factoring:  refers  to  the  sale,  at  a  discount,  of  a  corporation’s  accounts  receivable. 

(3)  (ii)  bankers  acceptance:  a  short-term  debt  instrument  issued  by  a  firm  which  is  guaranteed 

by  a  bank. 

(3)  (iii)  chattel  mortgage:  an  equipment  loan  by  which  the  borrower  signs  an  agreement  giving 
the  lender  a  lien  on  the  equipment.  If  the  borrower  defaults  in  the  payments,  the  lender 
can  sell  the  equipment. 


END  OF  SOLUTIONS 
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MARKS 


TIME:  3  HOURS 


NOTE: 

Show  all  your  calculations  neatly.  For  those  essay-type  questions,  please  carefully  outline  your 
answer  before  starting  to  write  it.  Marks  are  allocated  on  the  basis  of  the  quality  of  the  answer,  not 
the  amount  written. 


12 

15 


10 

15 
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Q.  1  Explain  what  is  meant  by  indifference  analysis  and  discuss  its  main  limitations  as  a  useful 
approach  to  planning  for  Financial  executives. 

Q.2  Assume  Mr.  Big  has  $10,000  available  and  expects  the  market  price  of  AXB’s  stock  to 
increase  from  $20  to  $30  per  share  in  6  months’  time.  AXB’s  stock  purchase  warrants  are 
outstanding  and  actively  traded  on  the  floors  of  the  Toronto  Stock  Exchange  and  the 
Vancouver  Stock  Exchange.  Each  warrant  has  an  exercise  price  of  $18  and  entitles  the 
holder  to  purchase  3  shares  of  AXB’s  stock.  Currently,  each  warrant  trades  for  $7.  Mr.  Big 
expects  the  warrant’s  premium  above  the  theoretical  value  to  be  $  .20  at  the  time  AXB’s 
stock  trades  for  $30  per  share. 

REQUIRED: 

(6)  (i)  Calculate  the  current  market  premium  on  AXB’s  stock  purchase  warrants. 

(9)  (ii)  Explain  why  the  current  market  premium  on  AXB’s  stock  purchase  warrants  is 

different  from  the  $  .20  market  premium  which  is  expected  at  the  time  the  stock  trades 
at  $30  per  share. 

Q.3  Explain  what  is  meant  by  a  tax  shelter  due  to  capital  cost  allowance  (CCA).  Illustrate  your 
answer  with  an  example. 

Q.4  Electric  Utility  Services  (EUS)  is  considering  refunding  a  $40  million  issue  of  16  percent 
debentures  with  8  years  left  to  maturity  and  a  call  premium  of  10%  of  face  value.  The  utility 
Firm  expects  to  refund  the  outstanding  debentures  with  a  new,  S40. 000, 000  8  year,  12  per¬ 
cent  coupon,  debenture  issue.  Issuing  and  underwriting  expenses  for  the  new  issue  are 
estimated  to  be  $800,000.  No  sinking  fund  features  are  called  for  under  either  debenture 
issue. 

EUS  is  in  the  50  percent  tax  bracket.  The  call  premium  on  the  old  issue  is  not  deductible  for 
tax  purposes.  However,  issuing  and  underwriting  expenses  are  deductible  for  tax  purposes 
at  time  0  (disregard  any  overlap  period). 

REQUIRED: 

(8)  (i)  Calculate  the  present  value  of  the  after-tax  interest  savings  associated  with  the  refunding 

of  the  debentures. 

(7)  (ii)  On  the  basis  of  a  net  present  value  analysis,  should  EUS  refund  the  debentures?  Show 

all  your  calculations. 

Q.5  Explain  why  the  share  price  of  an  acquiring  firm  whose  earnings  per  share  have  increased 
due  to  a  merger  may  not  respond  to  the  growth  in  earnings. 
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in  Q.6 

1  lie  1  rust  Campeau  Company  Is  considering  the  purchase  of  a  new  machine  lor  $45, (K)0. 

1  he  firm  expects  the  machine  to  generate  before-tax  cash  benefits  of  $30,000  per  year  lor 
three  years.  The  machine  qualifies  for  a  CCA  rate  of  20  percent  on  a  declining  balance  basis. 

In  order  to  support  the  machine,  an  additional  $5,000  is  needed  in  working  capital  at  tlieend 
ol  the  first  year  ol  operation.  At  the  end  of  the  third  year,  the  required  increase  in  working 
capital  will  be  reallocated  within  the  firm. 

The  firm’s  tax  rate  is  45  percent  and  the  required  rate  of  return  on  this  category  of 
investments  is  20  percent. 

REQUIRED: 

(12) 

(i)  Assuming  no  salvage  value  for  the  new  machine,  calculate  the  net  present  value  of  the 
investment  described  above. 

(6) 

(ii)  Show  how  your  answer  to  (i)  would  be  affected  if  the  new  machine  can  be  sold  for 
$6,000  at  the  end  of  the  third  year. 

NOTE:  Clearly  show  all  calculations. 

12  Q.7 

Briefly  discuss  the  similarities  and  differences  that  exist  between  the  risk-adjusted  discount 
rate  method  and  the  certainty  equivalent  method  for  evaluating  risk  in  capital  budgeting 
decisions. 

12  Q.8 

Two  weeks  ago,  the  Happy  Crown  Company  (HCC)  purchased  $1,800,000  worth  of 
materials  from  one  of  its  suppliers  on  terms  of  1/15,  net  30.  A  decision  has  to  be  made  as  to 
whether  HCC  should  take  advantage  of  the  discount  and  pay  its  bill  tomorrow  (the  15th  day 
after  the  purchase)  or  pay  its  bill  15  days  from  tomorrow  (the  30th  day  after  the  purchase). 

In  order  to  make  the  payment  tomorrow,  the  bank  is  willing  to  lend  HCC  funds  at  a  rate  of 
14%.  The  bank  requires  that  the  company  maintain  a  $100,000  compensating  balance 
during  the  period  for  which  the  loan  is  outstanding. 

Funds  generated  by  HCC  operations  are  expected  to  be  available  15  days  from  today.  These 
funds  will  either  be  used  to  pay  the  supplier  or  repay  the  bank  loan. 

REQUIRED: 

(6) 

(i)  Determine  the  cost  of  foregoing  the  discount  (assume  a  year  of  360  days). 

(4) 

(ii)  Determine  the  effective  interest  rate  of  the  bank  loan. 

(2) 

(iii)  Select  the  alternative  you  would  recommend. 

100 

END  OF  EXAMINATION 
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FINANCIAL  CONTROLLERSHIP  316  EXAMINATION 
JUNE,  1981 

SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 

Q.  1  Indifference  analysis  shows  the  impact  of  various  capital  structures  on  earnings  per  share  as 
a  function  of  earnings  before  interest  and  taxes. 

The  main  limitations  of  indifference  analysis  as  a  useful  approach  to  analysis  and  planning 
are  two.  First,  it  ignores  cash  flow  considerations.  Thus,  sinking  fund  requirements  are  not 
incorporated  into  the  analysis.  Second,  indifference  analysis  does  not  consider  the  impact  of 
leverage  on  the  risk  position  of  the  equity  holders. 

Marks:  (6)  for  correctly  explaining  what  is  meant  by  indifference  analysis. 

(3)  for  recognizing  that  indifference  analysis  ignores  cash  flow  considerations. 
(3)  for  recognizing  that  indifference  analysis  does  not  adjust  for  shifts  in  risk 
positions. 


Q.2 

(6)  (i)  The  current  market  premium  on  AXB’s  stock  purchase  warrants  equals  the  difference 

between  the  warrant’s  current  market  price  and  its  theoretical  value.  Thus, 

Premium  =  $7  -  3  X  (20  -  18) 

Premium  =  $1 

Marks:  (4)  for  correctly  calculating  the  theoretical  value  of  the  warrant. 

(2)  for  correctly  calculating  the  premium. 

(9)  (ii)  The  market  premium  on  stock  purchase  warrants  decreases  as  the  price  of  the  stock 
increases  due  to  the  fact  that  as  the  share  prices  rise,  so  will  the  warrant’s  price.  High 
warrant  prices  reduce  leverage  opportunities  since  the  possibility  for  large  percentage 
gains  decreases  if  the  starting  price  is  high.  This  will  narrow  the  spread  between  the 
actual  market  price  of  the  warrant  and  its  theoretical  price. 

Q.3  A  tax  shelter  due  to  CCA  refers  to  the  tax  savings  which  result  from  being  able  to  claim  a 
portion  of  the  original  investment  as  an  allowable  deduction  for  tax  purposes  in  a  given  year. 

Assume  a  cash  benefit  of  $X  and  a  tax  rate  of  T.  Let  us  compare  the  tax  which  would  be  paid 
in  the  case  that  CCA  was  not  an  allowable  deduction  with  the  tax  which  results  when  CCA 
are  claimed  in  a  given  year. 


Not  Allowed  CCA  Allowed 


Cash  Benefit  $X  $X 

Less  CCA  -  CCA 


Income  before  Tax  X  X  -  CCA 

Tax  TX  T  (X  -  CCA) 

The  tax  savings  obtained  at  a  given  year  due  to  the  fact  that  CCA  can  be  claimed  are: 

=  T  (X  -  CCA)  -  TX 
=  T  X  CCA 


Marks: 


(5)  for  correct  explanation. 
(5)  for  correct  example. 
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Q.4 

(8)  (i)  The  after-tax  cash  savings  associated  with  the  refunding  of  the  debentures  equal  the 

difference  between  interest  payments  adjusted  for  taxes.  Thus,  for  each  year,  the 
interest  difference  would  equal:  (.16 -.12)  x  40,000,000  =  1,600,000.  On  an  after-tax 
basis,  this  difference  would  be  1,600,000  (1  -  .5)  =  $800,000  per  year. 

The  appropriate  rate  to  discount  the  yearly  savings  is  the  after-tax  cost  of  issuing  the 
new  debt: 

(1  -  .5)  X  .12  =  .06  or  6% 

The  present  value  of  the  savings  over  an  8  year  period  discounted  at  6% 
is:  800,000  X  6.210  =  $4,968,000. 

Marks:  (3)  for  correctly  calculating  yearly  savings. 

(3)  for  correctly  recognizing  that  6%  is  the  appropriate  discount  rate. 

(2)  for  correctly  discounting  the  savings  over  8  years. 

(7)  (ii)  The  after-tax  cash  outflows  associated  with  refunding  are: 

Issuing  and  underwriting 

expenses  (1  -  .5)  X  800,000  $  400,000 

Call  premium  on 

old  issue  (.10  X  40,000,000)  4,000,000 

$4,400,000 

Given  that  the  present  value  of  the  cash  inflows  ($4,968,000)  is  greater  than  the  cash 
outflows  ($4,400,000)  the  old  issue  should  be  refunded. 

Marks:  (3)  for  correctly  calculating  the  after-tax  issuing  and  underwriting  expenses. 

(2)  for  correctly  calculating  the  total  after-tax  cash  outflows. 

(2)  for  correct  recommendation  based  on  student’s  answer. 

Q.5  When  a  firm  with  a  high  P/E  ratio  acquires  a  firm  with  a  lower  P/E  ratio,  and  the  acquisition 
is  based  on  the  prices  of  the  shares,  the  earnings  per  share  of  the  acquiring  firm  increase  even 
without  synergistic  effects.  This  is  called  phantasmic  growth. 

The  market  price  of  the  acquiring  firm  may  not  increase  if  the  firm  viewed  after  the  merger  is 
not  considered  to  be  as  an  attractive  investment  as  prior  to  the  merger. 
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Q.6 

(12)  (i)  The  NPV  of  the  proposal  is  given  by  the  following  equation: 

NPV  =  PV  of  after-tax  savings  +  PV  of  CCA  tax  shelter  -  Investment  +  PV  of 
working  capital  reallocation 


where: 


PV  of  after-tax  savings  =  (1  -  .45)  X  30,000  X  2.106 
=  $34,749.00 


PV  of  CCA  tax  shelter 


=  45,000  X 
=  $10,125 


.2  x  .45 

.2  +  .2 


Investment 


=  45,000  +(5,000  X  .833) 
=  $49,165 


PV  of  working  capital  =  .579  X  5,000 
=  $2,895 


Thus, 

NPV  =  34,749  +  10,125  -  49,165  +  2,895 
=  ($1,396) 


Marks: 


(3)  for  correctly  calculating  the  present  value  of  after-tax  savings. 

(3)  for  correctly  calculating  the  present  value  of  CCA  tax  shelter. 

(3)  for  correctly  calculating  the  investment. 

(3)  for  correctly  calculating  the  present  value  of  working  capital  reallocation. 


(6)  (ii)  The  answer  obtained  in  (i)  would  be  modified  by  the  addition  of  the  following 
adjustment  term: 

ADJ  =  6,000  X  .579  -  6,000  x  .579  X  '4^  *  -1 

=  3,474  -  782 
=  $2,692 

The  new  NPV  is 


Marks: 


=  (1,396)  +  2,692 
=  $1,296 

(2)  for  correctly  discounting  the  6,000. 

(2)  for  correctly  calculating  the  value  of  the  tax  shelter  at  t=3. 
(2)  for  correctly  discounting  the  value  of  the  tax  shelter. 
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Q.7  Similarity 


Both  methods  recognize  the  time-value  of  money. 
Differences 


(a) 


(c) 


Jhrer]C;e.rt.a‘nty  e,qU'Vale"‘ (CE)  method  adJusts  for  time  through  the  discount  rate  and 
JaLtRAD^m  h  J  nStmenr  °f  *uhe  C3Sh  fl°WS’  Wh,le  the  nsk  adjusted  discount 
discount  rate  th°d  a  ows  for  the  tlme-value  of  money  and  for  risk  through  the 


(b)  The  CE  method  is  theoretically  superior  to  the  RADR  method;  however,  for  practical 
purposes,  it  is  more  difficult  to  implement.  practical 


The  CE  method  uses  the  risk-free  rate  to  discount  the  adjusted  cash  flows  of  all 
proposals,  while  the  RADR  adds  a  risk-premium  to  the  firm’s  cost  of  funds  which  is 
specific  to  each  proposal. 


Marks:  (4)  for  each  similarity/difference  correctly  recognized,  up  to  12  marks. 
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12 


Q.8 

(6)  (i)  The  cost  of  foregoing  the  discount  is: 


,,  1  „  360 

(100  -  1)  (30  -  15) 

-  JL  v  360 

_99  15 

=  .2424 
=  24.24% 

Marks:  (6)  for  correct  answer. 


(4)  (ii)  The  cost  of  the  bank  loan  would  be: 


Amount  needed 


.99  x  1,800,000 
$1,782,000 


Amount  borrowed 


1,782,000  +  100,000 
$1,882,000 


Interest  =  1,882,000  X  .14 
=  $263,480 


Cost  of  borrowing 


Interest _ 

Amount  needed 


=  263,480 

1,782,000 

=  .1478 

=  14.78% 


Marks: 


(1)  for  correctly  calculating  the  amount  needed. 

( 1 )  for  correctly  calculating  the  amount  borrowed. 
( 1 )  for  correctly  calculating  the  interest. 

( 1 )  for  correctly  calculating  the  cost  of  borrowing. 


(2)  (iii)  The  firm  would  be  better  off  by  borrowing  the  funds  and  taking  advantage  of  the 
discount  since  the  cost  of  borrowing  is  less  than  the  cost  of  foregoing  the  discount. 


100 


END  OF  SOLUTIONS 


S316J8I 


Page  5  of  5 


Marks 

10  Q.  1. 

(3) 

(3) 

(2) 

(2) 

15  Q.2. 


10  Q.  3. 

15  Q.  4. 

(9) 

(3) 

(3) 

5  Q.  5. 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 
December,  1980 


Time:  3  hours 

Define  the  following  terms: 

a)  Top-down  design  approach 

b)  System  flowchart 

c)  Problem-oriented  language 

d)  Modem 

The  Canada  Oil  Company  uses  the  following  credit  charge  procedures: 

a.  Each  credit  customer  is  supplied  with  a  credit  card  containing  his  or  her  name,  address  and 
account  number, 

b.  Each  time  the  customer  makes  a  purchase  at  a  Canada  Oil  service  station,  the  credit  card  is 
presented  to  the  attendant,  who  completes  the  sales  invoice,  giving  one  copy  to  the 
customer. 

c.  At  the  end  of  each  week,  the  station  manager  batches  the  accumulated  invoices  with  an 
adding-machine  tape  and  sends  them  to  Canada  Oil.  The  amount  is  verified  by  the 
company,  and  the  station  account  is  credited  with  the  amount  of  the  batch. 

d.  At  the  end  of  each  month,  the  company  sorts  the  accumulated  invoices  by  customer 
number,  microfilms  them  as  a  permanent  record,  adds  the  invoice  amounts  to  each 
customer’s  account  on  the  customer  tape  file,  prints  a  billing  statement  for  each  customer 
and  mails  each  statement  and  the  individual  invoices  to  the  customer. 

e.  Upon  receipt  of  payment  from  the  customer,  the  amount  is  manually  verified  with  the 
payment  stub.  Partial  payments  and  overpayments  are  input  on  special  cards.  The  stubs  and 
cards  are  then  sorted  by  customer  number,  and  the  payment  is  subtracted  from  the  customer 
record  on  the  tape  file. 

Required: 

Draw  a  system  flowchart  for  this  process,  showing  the  flow  of  documents  and  data  through  the 

Canada  Oil  credit  charge  system  .from  part  c  through  to  completion  of  the  payments. 

What  are  the  three  major  components  of  the  CPU?  Discuss  the  functions  of  each. 


a)  What  is  computer  time-sharing?  What  is  its  purpose?  What  are  the  concepts  involved  in 
time-sharing? 

b)  What  are  the  major  advantages  from  a  user’s  point  of  view? 

c)  What  are  some  of  its  disadvantages? 

What  are  the  major  functions  performed  by  an  operating  system? 
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15 


Q.  6.  The  PERT  network  below  uses  a  weighted  average  of  three  times,  optimistic,  most  likely,  and 
pessimistic  to  calculate  expected  time  for  a  particular  job’s  completion. 


4 


JOB 

*0 

TIME 

*P 

Crash  Cost  to  Reduce 
One  Day’s  Time 

A 

1,2 

11 

12 

19 

300 

B 

2,4 

22 

24 

32 

200 

C 

1,3 

12 

14 

28 

100 

D 

3,4 

22 

23 

30 

200 

Required: 

(6)  a)  Determine:  i)  T  expected; 

ii)  T  earliest; 

iii)  T  latest; 

for  each  node  on  the  network. 

(3)  b)  Give  the  critical  path  and  the  slack  on  the  non-critical  path. 

(3)  c)  Suppose  you  could  receive  $150  for  each  day  you  could  complete  the  job  earlier  than  the 
expected  time.  How  many  days  could  you  eliminate?  Where? 

(3)  d)  Differentiate  the  PERT  method  from  the  CPM  method. 


15  Q.  7.  You  are  devising  an  on-line  inventory  and  production  control  system  for  a  manufacturing 
plant.  The  plant  is  a  processing  type  of  operation  as  contrasted  to  a  ‘  ‘job  shop’  ’.  However  there 
are  some  5,000  items  that  are  produced  using  components,  sub  assemblies,  assemblies,  finally 
resulting  in  100  finished  products.  Obsolescence  is  high  because  of  style  changes. 


Required: 

(5)  a)  What  are  the  objectives  that  should  be  considered  in  designing  an  inventory  control  and 
production  scheduling  system? 

(5)  b)  How  can  the  computer  be  of  assistance? 

(5)  c)  What  will  the  main  inputs  and  outputs  of  your  system  be? 


5  Q.  8.  Why  is  top-management  and  user  involvement  in  the  design  of  an  MIS  essential? 

10  Q.  9.  What  are  the  basic  steps  in  the  systems  approach? 


100 


END  OF  EXAMINATION 
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CANADIAN  C  IKIII-II.I)  CKNKKA1.  ACCOUNTANTS'  ASSOCIATION 


Specific 

Q.l 

Q.2 


Q.l 

Q.4 

Q5 

Q.6 

Q.7 


Q-8 

Q.9 


INI  ORMATION  AND  COMPUTER  SYSTEMS  .125  EXAMINATION 
DECEMBER,  1980 
EXAMINER'S  COMMENTS 


Definitions:  most  students  did  very  well  on  the  definitions.  A  few  mixed  up  the  concepts  ol  syslems  and 
program  flowcharts.  The  definition  of  MODEM  was  occasionally  confused  with  that  of  multi- 
programming. 

The  question  requiring  a  systems  flowchart  of  the  Canada  Oil  credit  charge  system  was  not  well 
answered.  There  was  essentially  three  types  of  problems: 

(I)  Some  students  confused  the  systems  flowchart  symbols  with  program  flowchart  symbols. 

Some  students  used  improper  logic,  e.g.,  they  would  have  the  same  tape  file  as  input  to  and 
output  from  a  sequential  update  process. 

(3)  Some  students  did  not  write  completed  flowcharts  of  the  charging  and  receipts  process. 

The  question  asking  about  the  three  main  components  of  the  CPU  was  not  well  answered.  Some  students 
could  not  name  the  three  components  of  the  CPU,  suggesting  input,  processing,  and  output  as 
components.  These  are  functions,  not  components.  Other  students  answered  the  question  as  if  the  CPU 
were  the  entire  computing  system.  It  is  rather  one  component  of  the  computing  system. 

The  question  on  timesharing  was  generally  well  answered.  Most  students  understood  the  purpose  and 
concepts  of  timesharing  and  its  basic  meaning.  Some  problems  arose  in  the  area  of  the  disadvantages  of 
timesharing.  E.g.,  many  students  did  not  realize  that  data  security  is  a  major  disadvantage  of 
timesharing. 

The  question  on  operating  systems  was  very  well  answered  by  most  students.  A  few  students  confused 
operating  systems  with  the  operational  level  of  management  in  the  firm.  A  couple  of  students  confused 
the  functions  of  an  operating  system  with  the  functions  of  a  system. 

The  question  on  the  PERT  network  was  generally  well  answered.  Some  students  had  minor  arithmetic 
errors,  for  which  a  few  points  were  deducted.  Most  students  showed  a  good  understanding  of  the 
similarities  and  differences  between  PERT  and  CPM. 

The  question  on  inventory  control  and  production  scheduling  was  generally  well  answered.  In  the 
objectives  section  some  students  ignored  the  objective  of  the  desired  customer  service  level,  which  is  an 
important  consideration.  In  a  situation  where  obsolescence  in  high,  management  would  want  a  close 
control  on  item  movement  and  forecasted  demand.  Some  students  igrfprfcd  the  consideration  of  high 
obsolescence.  Most  students  realized  the  computer  could  be  used  to  generate  E.O.Q.  and  R.O.P. 
information.  Some  students  did  not  realize  that  an  important  use  of  the  computer  would  be  inventory 
and  production  status  information,  especially  if  the  system  were  being  utilized  as  an  on-line  device.  The 
area  of  computer  inputs  was  not  so  well  answered.  Most  students  considered  the  simple  inputs  to  update 
the  inventory  and  production  systems;  however,  many  neglected  such  inputs  as  engineering  changes  and 
service  requirements. 

The  question  on  top  management  and  user  involvement  was  well  answered.  Some  students  felt  that  top 
management  involvement  was  the  same  as  user  involvement.  It  is  quite  different.  Top  management 
involvement  implies  there  necessary  support,  but  clearly  these  individuals  connot  be  involved  in  the 
details  of  the  system.  This  latter  role  is  for  the  users. 

The  question  asking  about  the  basic  steps  in  the  system  approach  was  the  best  answered  of  all  questions 
of  the  exam. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 

December,  1980 

SUGGESTED  SOLUTIONS 

Marks 

Time:  3  hours 

10  Q.  1 

(3) 

a)  Top-down  design  approach.  Approach  followed  in  the  design  of  a  business  system  where 
the  initiative  is  taken  by  upper  management  who  direct  and  control  the  system  design  effort. 

(3) 

b)  System  flowchart.  Graphic  model  which  illustrates  each  basic  step  of  a  data  processing 
routine  or  system.  Also  known  simply  as  a  “flowchart”.  Not  to  be  confused  with  a 
“program  flowchart". 

(2) 

c)  Problem-oriented  language.  Programming  language  which  demands  a  greater  understand¬ 
ing  of  the  problem  to  be  solved  than  the  computing  equipment  to  be  used.  Also  called  a 
“high-level  language”.  The  language  is  relatively  hardware-independent. 

(2) 

d)  Modem.  Device  which  converts  digital  signals  into  communication  signals  at  the  point  of 
transmission  and  converts  the  communication  signals  back  into  digital  signals  at  the  point 
of  receipt. 
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15 


Q.2. 


c.  WEEKLY 


^  START ^ 


CRI 

SA 

INVOIC 

WEEK 

EDIT 

LES 

EES  FOR 

t 

VERIFY 

TOTAL 

> 

r 

CREDIT 

STATION 

ACCOUNT 

> 

f 

MONTHLY 
INVOICE 
FILE 


d.  MONTHLY  BILLING  RUN 


CUSTOMER 

BILLING 

STATEMENT 


TO  CUSTOMER 
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e.  PAYMENT  SYSTEM 


j4l 


(  PUNCH 

f  PUNCH 

PART  PAYMENT 

OVERPAYMENT 

CARD 

CARD 
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Q.  3.  The  following  diagram  depicts  the  3  main  components  of  the  CPU. 
(4)  (a)  _ 


Input - ^ 

Primary  Storage  Unit 
(Internal  Storage) 

Arithmetic/ 

Logic 

Unit  (ALU) 

Control  Unit 

Output 

(b) 

(2)  i)  The  primary  storage  unit,  also  known  as  internal  memory,  holds  instructions,  data, 

and  results  during  processing. 

(2)  ii)  The  control  unit  is  an  electronic  device  that  serves  as  an  intermediary  between  a 

computer  and  an  I/O  device,  and  performs  standard  functions  such  as  buffering  and 
code  conversion. 

(2)  iii)  The  arithmetic/logic  unit  is  the  section  that  handles  arithmetic  computations  and 

logical  operations. 


15  Q.  4. 

(9)  a)  Time-sharing  permits  several  users  to  access  the  same  central  computer  resources  and 
receive  what  seem  to  be  simultaneous  results.  These  systems  provide  interactive  comput¬ 
ing,  conversation  between  the  user  and  the  central  computer,  via  the  remote  terminal.  Users 
are  allocated  predetermined  amounts  of  processing  time  through  a  technique  called  time¬ 
slicing.  Time-sharing  requires  the  use  of  direct  access  storage  media  to  allow  immediate 
processing  of  transactions. 

(3)  b)  The  major  advantages  of  time-sharing  systems  from  a  user’s  point  of  view  are: 

a.  Quick  response  capabilities  —  immediate  feedback 

b.  Economy  for  small  users 

c.  Use  of  portable  terminals 
(3)  c)  Some  disadvantages  are: 

a.  Communication  costs  can  be  prohibitive 

b.  Security  problems  increase 

c.  When  speedy  response  is  not  needed,  it  may  be  needlessly  expensive 


5  Q.  5.  The  major  functions  of  an  operating  system  are: 

—  Allocation  of  the  limited  computer  resources  among  multiple  users,  e.g.,  memory 
management 

—  Recording  all  information  required  for  controlling  purposes 
—  Establishing  job  priorities  and  scheduling 
—  Operate  without  human  intervention 
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15  Q.  6. 


*e 

te 

Tl 

A 

13 

13 

15 

B 

25 

38 

40 

C 

16 

16 

16 

D 

24 

40 

40 

(3)  b)  Critical  Path,  C,  D  (1,3,  4)  is  expected  to  be  40  days. 

The  slack  on  Path  AB  ( 1 , 2,  4)  is  2  days. 

(3)  c)  You  would  crash  2  days  along  C  (1,  3).  Then  you  would  have  two  critical  paths  on  the 
system.  You  would  not  crash  the  system  any  further  because  of  excessive  costs. 

(3)  d)  The  major  difference  between  PERT  and  CPM  is  the  three  timing  estimates  used  in  PERT. 

This  three  point  estimate  requires  the  manager  to  think  about  the  possible  events  that  could 
cause  the  project  to  be  completed  ahead  or  behind  time. 


15  Q.  7. 

(5)  a)  As  a  minimum,  the  information  desired  would  encompass: 

(1)  the  sales  forecast;  (2)  resource  requirements  (manpower,  equipment  and  space);  (3) 
inventory  investment  and  cost  of  funds;  (4)  product  obsolescence;  (5)  desired  customer 
service  level. 

(5)  b)  The  computer  would  be  used  to: 

a.  generate  EOQ  and  ROP  information, 

b.  provide  up  to  the  minute  STATUS,  (student  should  emphasize  on-line  information 
availability), 

c.  provide  a  production  schedule  by  exploding  the  finished  goods  requirements  into 
components,  simultaneously  considering  such  items  as  lead  times,  safety  stocks,  etc., 

d.  allow  for  on-line  data  entry;  (as  well  as  inquiry  mentioned  in  point  a  ), 

e.  maintain  the  Data  Base  (on  a  DASD)  which  would  include  on  hand,  on  order,  EOQ, 
ROP,  lead  times  etc.  for  each  item,  as  well  as  the  various  items  currently  demanded,  etc. 

(5)  c)  (i)  The  various  inputs  fed  into  the  (automated)  production  control  system  would  include 
material  transactions,  engineering  changes,  service  requirements,  and  production 
schedules  (demands)  by  time  period. 

(ii)  The  various  outputs  would  include: 

(1)  STATUS  REPORTS  W.I.P.,  F.G.,  released  orders; 

(2)  EOQ  with  attendant  lead  times  and  STANDARD  costs; 

(3)  Shop  planning  information  on  demand; 

(4)  Responses  to  inventory  query; 

(5)  Engineering  status  of  times. 


5  Q.  8.  Unless  top  management  is  convinced  that  an  MIS  can  bring  tangible  benefits  to  the  organiza¬ 
tion,  it  may  provide  inadequate  support  in  terms  of  capital  and  human  resources.  A  system  will 
not  be  successful  if  the  user  does  not  get  involved  in  its  development,  becoming  an  equal 
partner  in  deciding  what  the  system  will  do  and  becoming  directly  responsible  for  its  success  or 
failure. 
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10  Q. 


100 
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9.  The  basic  steps  in  the  system  approach  are: 

i)  Define  the  problem 

ii)  Organize  for  the  study 

iii)  Gather  pertinent  data 

iv)  Analyze  pertinent  data 

v)  Determine  new  system  requirements 

vi)  Develop  alternate  solutions 

vii)  Test  alternate  solutions 

viii)  Select  best  solution 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 
March,  1981 


Marks 

Time:  3  Hours 

12 

Q.  1 

Define  the  following  terms: 

(3) 

(a)  Background  processing 

(3) 

(b)  Chain 

(3) 

(c)  HIPO  Chart 

(3) 

(d)  JCL 

10 

Q.2 

What  are  the  basic  components  of  a  system?  What  roles  does  each  component  play  in  the 
operation  of  a  system  ?  Use  a  data  processing  system  and  illustrate  your  answer  with  a  diagram 
showing  the  various  components. 

9 

Q.3 

How  do  the  following  types  of  computers  differ? 

(3) 

(a)  Analog  vs  digital  computers 

(3) 

(b)  Special  purpose  vs  general  purpose  computers 

(3) 

(c)  Scientific  vs  business  computers 

10 

Q.4 

Explain  the  difference  between  logical  and  physical  data  elements.  Use  an  illustration  to  help 
support  your  answer. 

15 

Q.5 

(9) 

(a)  What  are  the  operating  systems? 

(6) 

(b)  What  are  the  major  components  of  operating  systems  and  what  are  their  functions? 

20 

Q.6 

(10) 

(a)  Construct  a  system  flowchart  (not  a  program  flowchart)  to  depict  the  following  activities: 

—  on-line  credit  inquiry 

—  on-line  credit  adjustments 

—  update  the  customer  credit  information  in  a  DASD 

—  display  the  credit  information  on  a  CRT 

(10) 

(b)  Construct  a  program  flowchart  (not  a  system  flowchart)  that  depicts  the  credit  verification 
segment  of  the  above  mentioned  system  flowchart;  accept  the  customer  credit  request; 
seek  and  read  the  customer  credit  record;  subtract  the  credit  request  from  the  credit  balance 
of  the  customer,  and  if  negative,  write  a  rejection,  but  if  positive,  write  an  acceptance. 

14 

Q.7 

It  is  often  argued  that  managers’  information  requirements  differ  by  the  level  of  the  manage¬ 
ment  hierarchy  in  which  they  are  located.  In  particular,  it  is  stated  that  lower-level  managers 
require  information  in  very  detailed  form  while  top-level  managers  use  summary  information. 
Explain  why  this  is  true  .Give  three  examples  showing  how  the  form  of  information  changes  as 
it  moves  up  the  hierarchy. 

10 

Q.8 

Does  electronic  data  processing  increase  or  decrease  the  probability  of  error  and  fraud  of  data 

processing  facilities?  Explain. 


KX)  END  OF  EXAMINATION 
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Specific 


Q- 1  Background  processing:  In  general,  students  confused  this  concept  of  multiprocessing  as  a  concept 

of  distributed  processing.  Also,  about  30%  of  the  answers  stated  background  processing  was  ‘the 
process  made  before  the  information  goes  to  the  computer.  ’  One  or  two  points  were  assigned  when 
the  answer  referred  to  multiprocessing,  depending  upon  the  level  of  understanding  demonstrated. 

(b)  Chain:  This  concept  was  eroneously  defined  in  most  of  the  answers.  Some  interpretations  were: 

—  physical  device  in  high  speed  printers 

the  way  of  processing  a  data  element  going  through  an  input-process-output  ‘chain’ 

—  a  vague  definition  of  chain  as  a  linking  process 

—  a  chain  of  command  in  the  organization  structure 

—  no  answer. 


Q.2 


Q.3 


Q.4 


Again,  one  or  two  points  were  assigned  where  some  reference  to  storage  of  data  was  discussed. 

(c)  HIPO  chart:  This  concept  was  known  by  almost  95%  of  the  students. 

(d)  JCL:  Almost  Va  of  the  students  did  not  know  the  concept,  and  did  not  answer  the  question.  Typical 
answers  were: 

—  a  programming  language 

—  a  high  level  language 

The  great  majority  of  students  were  able  to  list  the  five  key  components  of  systems.  However, 
most  students  had  some  difficulty  in  distinguishing  between  feedback  and  control.  A  small 
number  interpreted  the  question  as  requiring  the  components  of  a  computer,  and  a  few  listed 
hardware,  software,  and  personnel  as  components.  Some  students  did  not  seem  to  understand  that 
the  term  ‘system’  was  intended  to  be  the  general  case  and  not  just  computer-based  system. 

(a)  Students  did  not  have  much  difficulty  with  this  part.  Most  of  them  used  the  idea  of  continuous 
measurement  for  analog,  and  discrete  count  for  digital. 

(b)  1  out  of  3  marks  were  given  if  students  stated  that  special  purpose  did  one  or  two  specific 
applications  and  general  purpose  did  multiple  applications.  More  important  was  the  idea  of 
program  change  for  general  purpose  and  hardwired  for  specific  purpose.  There  was  some 
confusion  between  specific  purpose  and  a  dedicated  general  computer. 

(c)  Most  students  answered  something  like  business  computers  do  accounting  calculations  while 
scientific  computers  do  complex  calculations.  This  type  of  answer  received  1  out  of  3.  Few 
students  (Va  to  */3)  mentioned  the  idea  of  speed  or  complex  calculations  vs.  input/output 
considerations  to  distinguish  between  the  two  systems. 

This  question  was  not  well  answered.  Some  students  were  confused  between  ‘logical  and  physical 
data  elements’  (O’Brien  pp.  125-127)  and  ‘logical  and  physical  system  design’  (O’Brien  pp.  360- 
363).  Partial  credit  was  granted  for  the  latter  answer.  Other  students  did  not  understand  the 
concepts  of  physical  vs.  logical  elements. 
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Q.5  The  answers  can  be  classified  into  three  groups: 

1.  Students  who  understood  the  question  and  provided  sufficient  or  partly  sufficient  answers.  Full 
marks  were  given  to  those  who  mentioned  all  the  elements  delineated  in  the  suggested  solution. 
Marks  were  deducted  due  to  lack  of  various  elements  or  very  bad  presentation.  In  general,  those 
who  understood  the  topic  usually  did  well. 

2.  Students  mistakenly  perceived  the  question  as  dealing  with  business  operational  systems  (O’Brien 
pp.  319-320).  No  marks  were  given. 

3.  Miscellaneous  answers  or  no  answer.  Usually  no  mark  was  given. 

Q.6  This  question  was  not  well  answered.  The  major  difficulty  students  encountered  was  their  inability  to 

differentiate  between  a  system  flowchart  (part  b).  The  various  symbols  for  each  type  of  chart  were  often 
mixed  up.  For  example,  students  would  use  the  systems  flowchart  symbol  for  a  document  in  their 
program  flowcharts,  when  what  was  needed  was  an  input/output  symbol.  Other  students  used  a  batch 
(sequential  processing)  approach  to  their  system  flowcharts,  when  an  on-line  approach  was  requested. 
One  does  not  require  tape  hardware  and  sorting  procedures  in  describing  an  on-line  system  flowchart. 

Students  often  added  unnecessary  steps  such  as  testing  for  an  End  of  File  condition  in  their  program 
flowcharts.  Here,  no  marks  were  deducted  as  long  as  the  logic  and  symbols  used  were  correct.  Some 
students  forgot  to  bring  their  templates  to  the  exam.  This  did  not  cause  problems  as  long  as  the  students 
used  correct  symbols.  Finally,  the  correct  symbol  for  seek  and  read  is  an  input/output  symbol.  Some 
students  used  an  input/output  symbol  only  for  the  output  description. 

Q.7  Most  students  were  able  to  correctly  identify  three  levels  of  management  and  distinguish  between  their 

functions.  Many  of  the  answers  suggested  that  senior  management  information  needs  were  primarily 
either  summaries  of  details  used  at  lower  levels  or  exception  reports  regarding  situations  outside  the 
authority  or  control  of  subordinate  managers.  A  small  number  perceived  that  senior  management 
requires  information  from  external  sources,  and  is  more  concerned  with  the  longer  term;  this  point 
escaped  the  majority. 

The  majority  of  answers  failed  to  include  three  examples,  as  required.  Indeed,  few  included  any 
examples  which  were  reasonable.  This  suggests  that  students  do  not  clearly  understand  the  concepts 
which  the  question  addressed. 

Q.8  This  question  was  usually  reasonably  answered.  However,  there  were  only  few  fully  satisfying  answers 

(worth  9  or  10  points). 

In  order  for  the  answer  to  be  complete,  the  following  points  should  have  been  mentioned: 

1.  Computerized  systems  substantially  reduce  processing  errors  compared  to  non-computerized 
systems. 

2.  Introduction  of  computers  might  have  detremental  effects  on  detection  of  errors  and  frauds  due  to 
the  lack  of  visibility  of  the  processing  steps. 

3.  Effects  of  errors  and  frauds  in  computerized  systems  may  be  larger  than  in  non-computerized 
systems,  due  to  more  centralized  operations. 

4.  Data  processing  controls  can  successfully  reduce  errors  and  improve  detection  and  prevention  of 
problems. 

5.  The  capacities  and  speed  of  computers  can  be  employed  in  order  to  implement  effective 
monitoring  and  control. 

6.  In  summary:  with  good  controls  computerized  systems  reduce  errors  and  have  the  potential  to 
prevent  and  detect  errors. 

In  order  to  obtain  at  least  8  points,  the  answer  should  have  mentioned  1,  2,  4,  and  6 

1 
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Time:  3  Hours 


12  Q.  1 

Background  Processing .  The  automatic  execution  of  lower  priority  computer  programs 
when  higher  priority  programs  are  not  using  the  resources  of  the  computer  system. 

Chain.  A  list  of  data  records  which  are  linked  by  means  of  pointers.  Though  the  data 
records  may  be  physically  dispersed,  each  record  contains  an  identifier  by  which  the  next 
record  can  be  located. 

HIPO  Chart.  (Hierarchy  +  input/processing/output).  Also  known  as  an  “IPO”  Chart.  A 
design  and  documentation  tool  of  structured  programming  utilized  to  record  input/ 
processing/output  details  of  the  hierarchical  program  modules. 

(3)  (d)  Job  Control  Language  (JCL).  A  language  for  communicating  with  the  operating  system  of 

a  computer  to  identify  a  job  and  describe  its  requirements. 

Q.  2  The  basic  components  of  a  system  are  input,  processing,  output,  feedback,  and  control.  Input 
consists  of  elements  that  entered  a  system  in  order  to  be  processed.  Processing  involves 
transformation  processes  that  convert  input  into  output.  Output  represents  elements  that  have 
been  produced  by  the  transformation  process.  Feedback  is  information  concerning  the  compo¬ 
nents  and  operations  of  a  system.  Control  is  the  systems  component  that  evaluates  feedback  to 
determine  whether  the  system  is  moving  toward  the  achievement  of  its  goal,  and  then  makes 
any  necessary  adjustments  to  the  input  and  processing  components  of  the  system  to  insure  that 
proper  output  is  produced.  The  figure  below  illustrates  the  application  of  this  concept  to  a  data 
processing  system. 


(3) 

(a) 

(3) 

(b) 

(3) 

(c) 

A  Data  Processing  System 
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Q-3 

(3)  (a)  Digital  computers  ‘count’  discrete  units  in  the  form  of  a  numeric  code  utilizing  digits. 

Analog  computers  measure  continuous  physical  magnitudes  such  as  electronic  voltage, 
which  represents,  or  is  ‘analogous’  to,  numeric  values.  To  simplify  the  comparison,  one 
could  mention  that  the  abacus  is  an  example  of  an  early  digital  computing  device,  while  the 
slide  rule  is  an  example  of  an  analog  computing  device. 

(3)  (b)  Special-Purpose  versus  General-Purpose  Computers.  Computers  can  be  designed  to 

process  one  or  more  specific  applications,  (special  purpose),  or  can  be  designed  to  process 
a  wide  variety  of  applications  (general  purpose).  General  purpose  also  refers  to  computers 
which  can  handle  both  scientific  and  business  data  processing  applications. 

(3)  (c)  Scientific  versus  Business  Computers.  Scientific  computers  are  designed  for  high-speed 

processing  of  numerical  data  involving  complex  mathematical  calculations.  Advanced 
computational  power  and  limited  input/output  capabilities  are  also  exhibited.  Business 
computers  were  designed  to  handle  large  volumes  of  alphabetic  and  numeric  data  arising 
from  business  applications.  They  had  extensive  input,  output,  and  storage  capabilities  and 
less  emphasis  was  placed  on  high-speed  numeric  computation. 


10  Q.  4  Yes.  There  is  an  important  distinction  between  physical  and  logical  records.  The  following 
figure  demonstrates  this  concept.  Here  a  single  physical  punched  card  contains  two  logical 
payroll  records  and  two  physical  magnetic  tape  reels  contain  a  single  logical  payroll  file. 

Logical  versus  Physical  Data  Elements 


S325M81 
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15  Q.  5 

(9)  (a)  An  operating  system  is  an  integrated  system  of  programs  which  supervises  the  operations 


of  the  CPU,  controls  the  input/output  functions  of  the  computer  system,  translates 
programming  languages  into  machine  languages,  and  provides  various  support  services. 
The  primary  goal  of  an  operating  system  is  to  maximize  the  throughput  of  a  computer 
system  by  operating  it  in  the  most  efficient  manner  possible. 


(6)  (b)  The  major  components  of  an  operating  system  and  their  functions  are: 


i)  control  programs 

—  task  management 

—  data  management 
— job  management 

ii)  processing  programs 

—  service  programs 

—  data  base  management 

—  language  translation 


20  Q.  6 

(10)  (a) 


SYSTEM  FLOWCHART  — CREDIT  VERIFICATION 


CREDIT 


UPDATED 


CREDIT 

ADJUSTMENTS 


^  FILE 


PROCESSING 


^ - >  CREDIT 

\  FILE 


S325M81 
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(10) 


(b)  GENERAL  PROGRAM  FLOWCHART  SEGMENT 

CREDIT  VERIFICATION 


I 


c 


STOP 


S325M8I 
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14  Q. 


10  Q. 


100 


S325M81 


Lower-level  managers  typically  need  greater  details  to  supervise  and  conduct  daily  operations 
than  higher-level  managers.  Higher-level  managers  must  focus  on  a  wider  scope  and  breadth 
of  issues  in  the  management  of  the  organization.  They  also  must  deal  with  both  historical  and 
future  events,  as  well  as  activities  currently  taking  place. 

Lower-level  managers  are  more  task-oriented  and  focus  on  current  events  taking  place  within  a 
specific  unit  or  department.  Higher-level  managers,  by  contrast,  must  consider  large  parts  of 
the  organization  and  the  effect  these  parts  will  feel  from  decisions  being  made.  Hence,  they  can 
work  with  more  aggregate  information  than  their  lower-level  counterparts. 

At  the  operating  level,  for  example,  managers  may  be  concerned  with  ordering  materials  and 
selecting  suppliers  for  these  materials.  However,  upper  management  probably  would  not  deal 
with  material  ordering  per  se,  but  would  rather  focus  on  material  ordering  policies  and  on 
objectives  for  acquiring  materials  from  vendors. 

NOTE  TO  MARKER:  The  above  example  is  simply  illustrative.  Other  examples  will  be 
acceptable. 

Computers  have  proven  that  they  can  process  huge  volumes  of  data  and  perform  complex 
calculations  more  accurately  than  manual  or  mechanical  data  processing  systems.  However, 
there  is  no  question  that  computers  have  had  some  detrimental  effect  on  the  detection  of  errors 
and  fraud.  Therefore,  the  ability  to  detect  errors  and  fraud  can  be  reduced  by  computerization. 
However,  the  development  of  EDP  controls  provides  methods  and  procedures  which  result  in 
effective  detection  of  errors  and  fraud  and  protects  the  data  processing  resources  of  the 
organization.  Effective  EDP  controls  can  make  an  electronic  data  processing  system  more  free 
of  errors  and  fraud  than  other  types  of  data  processing,  because  the  speed  and  accuracy  of  the 
computer  can  be  put  to  work  to  monitor  itself  and  all  data  processing  activities. 


END  OF  SOLUTIONS 
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Marks 

Time:  3  Hours 

16 

Q.  1 

Define  the  following  terms: 

(4) 

(a)  Bootstrap 

(4) 

(b)  Control  Unit 

(4) 

(c)  Hash  total 

(4) 

(d)  Microprogramming 

12 

Q.2 

Should  computers  be  rented,  leased,  or  purchased?  Explain. 

10 

Q.3 

How  does  a  dedicated  computer  differ  from  a  special  purpose  or  general  purpose  computer? 
List  three  uses  of  dedicated  computers? 

10 

Q.4 

What  is  the  difference  between  sequential  and  direct  methods  of  file  organization,  and 
sequential  access  and  direct  access  media? 

12 

Q  5 
(8) 

(a)  What  is  virtual  memory? 

(4) 

(b)  What  benefits  and  limitations  are  provided  by  virtual  memory  systems? 

20 

Q.6 

(10) 

(a)  Construct  a  system  flowchart  (not  a  program  flowchart)  to  depict  the  following  payroll 

activities: 

—  hourly  payroll  reports  are  keypunched  onto  computer  payroll  cards 

—  cards  are  read  onto  computer  tape  and  sorted  into  sequence 

— -  two  tape  master  files  are  read  into  the  computer  —  one  for  the  employee  savings, 
the  second  is  the  employee  master  payroll 

—  these  files  are  updated 

—  the  following  reports  are  generated: 

net  pay  report 
gross  pay  report 
paycheques 

employee  savings  report 

(10)  (b)  Construct  a  program  flowchart  (not  a  system  flowchart)  to  depict  the  following  details  of 

the  hourly  payroll  system  that  you  have  just  developed:  read  the  hourly  payroll  record; 
determine  if  the  record  is  the  end  of  the  file;  if  so,  branch  to  an  end  of  run  procedure,  if  not, 
test  to  see  if  more  than  40  hours  have  been  worked;  if  yes, compute  overtime,  then  gross 
pay;  if  not,  compute  gross  pay;  move  the  employee  data  to  the  print  area  and  print  a  line  of 
output;  repeat  for  next  employee. 
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10  Q.  7 

Listed  below  are  typical  standard  operating  procedures  that  might  be  prescribed  in  different 
kinds  of  organizations.  For  each,  indicate  if  on-line  or  batch  processing  systems  would  aid  the 
manager  in  following  the  procedures.  If  so,  indicate  what  file(s)  would  be  needed. 

(2) 

(a)  Periodically  order  inventory  only  when  the  stock  level  has  reached  the  reorder  point 
calculated  for  inventory  control. 

(2) 

(b)  All  customer  credit  purchases  must  be  checked  against  the  records  before  the 
transaction  is  completed  to  ensure  that  the  customer’s  credit  privileges  have  not  been 
revoked. 

(2) 

(c)  All  new  prescriptions  must  be  compared  with  those  drugs  the  patient  is  already  taking 
to  ensure  that  the  drugs  will  not  counteract  each  other  or  create  a  violent  reaction. 

(2) 

(d)  Items  to  be  added  to  the  agenda  of  the  Board  of  Directors  meeting  must  be  received  by 
noon  of  the  day  of  the  meeting. 

(2) 

(e)  Before  hiring  personnel  from  outside  the  company,  a  check  should  be  made  of  the 
records  to  see  if  any  persons  who  are  already  employed  by  the  firm  and  have  the 
necessary  training  wish  to  transfer  to  the  open  position. 

10  Q.  8 

Distinguish  between  data  processing  controls,  organizational  controls,  and  facilities  controls. 
Provide  two  examples  of  each  type  of  control. 

100 

END  OF  EXAMINATION 
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INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


Specific 

Q.l  This  question  had  four  parts: 

a)  Bootstrapping:  Generally  not  well  answered  or  not  answered  at  all. 

b)  Control  Unit:  Most  of  the  students  answered  this  question.  Some  problems  in  explaining  the 
functions  of  the  Control  Unit  reduced  the  marks.  About  10%  described  this  piece  of  hardware  as  a 
part  of  a  System,  i.e.,  input,  output,  control,  etc. 

c)  Hash  Total:  Generally  well  answered.  Some  marks  were  lost  if  there  was  no  mention  of  the 
definition  of  this  total. 

d)  Microprogramming:  Almost  80%  of  the  students  did  not  understand  this  concept.  Many  confused 
their  answer  with  multiprogramming,  programs  for  microcomputers,  or  small  chips  of  computer 
hardware. 

Q.2  Most  of  the  students  appeared  to  know  the  advantages  and  disadvantages  of  these  three  strategies  to 

acquire  a  computer.  Some  marks  were  lost  in  cases  where  the  student  did  not  mention  the  complexity 
and  circumstantial  characteristics  of  the  decision  making  process. 

Q.3  Almost  70%  of  the  answers  were  correct.  20%  confused  the  concept  of  dedicated  and  special  purpose 

computers.  The  students’  mark  was  reduced  in  those  cases  where  no  examples  were  presented  or  when 
there  was  not  a  clear  definition  of  the  three  types  of  computers. 

Q.4  Generally  well  answered.  Some  marks  were  lost  in  those  cases  where  information  about  devices  was  not 

presented,  or  when  the  definition  of  sequential  files  used  a  recursive  word,  e.g.,  sequentially  ordered 
records. 

Q.5  The  question  on  virtual  memory  was  not  well  answered.  While  most  students  had  a  general  idea  that  VM 

implied  an  extension  of  main  memory,  few  could  discuss  the  concepts  of  how  VM  functions.  E.g.,  few 
students  could  describe  paging  as  a  means  of  getting  data  and  programs  into  and  out  of  main  memory. 
Most  students  realized  that  some  form  of  DASD  was  required.  Few  students  discussed  the  limitations 
inherent  in  VS  systems. 

Q.6  The  question  on  systems  and  program  How  charts  was  well  answered.  Many  students  received  high 

marks.  Where  errors  occurred  they  included: 

a)  mixing  of  program  and  flowchart  symbols, 

b)  faulty  logic,  e.g..  the  use  of  a  DASD  symbol  for  a  tape, 

c)  failing  to  show  that  a  master  file  was  being  updated  by  the  data  processing. 

Q  7  The  question  on  types  of  processing,  batch  VS  on-line  for  various  file  processing  in  organizational 

situations  was  well  answered.  A  few  mistakes  included: 

a)  failing  to  state  what  files  were  involved  in  the  processing, 

b)  using  on-line  when  batch  was  appropriate  and  vice  versa, 

c)  many  students  suggested  batch  processing  for  the  Board  of  Directors'  meeting  (part  (d)).  While 
batch  is  appropriate,  manual  processing  is  preferred  to  computer  processing  for  most 
organizations. 

Q-8  The  question  on  data  processing,  organizational  and  facilities  controls  was  quite  well  answered.  Where 

problems  occurred  they  included: 

a)  failing  to  provide  suitable  examples  of  each  type  of  control, 

b)  mixing  up  examples,  e.g.,  using  a  processing  control  example  for  organizational  controls. 
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INFORMATION  AND  COMPUTER  SYSTEMS  325  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.  1 

(4)  (a)  Bootstrap.  A  technique  in  which  the  first  few  instructions  of  a  program  are  sufficient  to 

bring  the  rest  of  itself  into  the  computer  from  an  input  device. 

(4)  (b)  Control  Unit.  A  subunit  of  the  central  processing  unit  which  controls  and  directs  the 

operations  of  the  entire  computer  system.  The  control  unit  retrieves  computer  instructions 
in  proper  sequence,  interprets  each  instruction,  and  thus  directs  the  other  parts  of  the 
computer  system  in  the  implementation  of  a  computer  program. 

(4)  (c)  Hash  Total.  The  sum  of  the  numbers  in  a  data  field  which  are  not  normally  added  such  as 

account  numbers  or  other  identification  numbers.  It  is  utilized  as  a  'control  total’, 
especially  during  input/output  operations  of  batch  processing  systems. 

(4)  (d)  Microprogramming.  The  use  of  special  software  (microprograms)  to  perform  the  func¬ 

tions  of  special  hardware  (electronic  control  circuitry).  Microprograms  stored  in  a  read¬ 
only  storage  module  of  the  control  unit  interpret  the  machine  language  instructions  of  a 
computer  program  and  decode  them  into  elementary  microinstructions  which  are  then 
executed. 

Q.  2  The  rental  price  includes  the  cost  of  maintenance  and  the  rental  agreement  can  be  canceled 
without  penalty  by  the  user  with  only  a  few  months'  notice:  therefore  the  computer  user  does 
not  have  to  arrange  for  maintenance  and  is  not  locked-in  to  computerequipment  and  exposed  to 
the  risk  of  technological  obsolescence.  However,  renting  computer  hardware  is  usually  more 
expensive  if  equipment  is  to  be  utilized  for  more  than  one  shift  per  day  and  for  longer  than  four 
or  five  years.  Such  limitations  have  caused  more  computer  users  to  purchase  their  computers, 
which  also  has  a  tax  advantage  since  buying  a  computer  is  considered  a  capital  investment  and 
allows  the  claiming  of  an  investment  tax  credit.  Additional  payments  for  equipment  main¬ 
tenance.  the  risk  of  technological  obsolescence,  and  a  necessity  to  finance  a  large  purchase 
price  are  major  limitations  of  the  purchase  alternative.  The  leasing  method  combines  the 
advantages  and  disadvantages  of  rental  and  purchase.  Leasing  does  not  require  the  financing  of 
a  large  purchase  price  and  is  less  expensive  than  renting  equipment  for  the  same  period  of  time. 
The  major  disadvantage  is  the  long-term  period  of  the  lease  contract  which  cannot  be 
terminated  without  the  payment  of  a  substantial  cancellation  charge. 

Q.  3  A  dedicated  computer  is  typically  a  general  purpose  computer  that  has  been  committed  to  a 
particular  data  processing  task  or  application  even  though  it  is  capable  of  performing  a  wide 
variety  of  other  tasks  and  applications.  Thus,  general  purpose  computers  are  frequently 
dedicated  to  performing  such  jobs  as  data  communication,  network  control,  input/output 
control  for  larger  computer  systems,  on-line  banking,  automated  manufacturing,  etc. 

Q.  4  The  records  in  a  file  can  be  organized  in  a  predetermined  sequence  known  as  sequential  file 
organization  or  in  a  nonsequential  way.  Sequential  access  media  are  devices  whose  physical 
characteristics  require  that  data  be  stored  and  processed  sequentially.  Examples  are  punched 
cards,  paper  tape,  or  magnetic  tape.  Direct  access  tiles  utilize  direct  access  devices  such  as 
magnetic  disks  and  magnetic  drums  which  allow  the  direct  updating  of  any  record  in  a  file  since 
each  storage  position  can  be  individually  accessed  in  approximately  the  same  length  of  time. 
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Q.5 

(8)  (a)  Virtual  memory  is  the  ability  ofa  computer  system  to  treat  secondary  storage  devices  as  an 

extension  of  the  primary  storage  of  the  computer,  thus  giving  the  appearance  of  a 
larger  (virtually  unlimited)  main  memory  than  actually  exists.  Data  and  programs  are 
subdivided  into  segments  and  pages  which  arc  continually  transferred  between  primary 
storage  and  direct  access  storage  devices.  Only  those  pages  and  segments  of  a 
program  that  are  actually  needed  for  processing  are  placed  in  primary  storage. 

(4)  (b)  The  primary  benefit  of  virtual  memory  is  that  a  program  is  no  longer  limited  by  the  size  of 

the  main  memory.  Several  limitations  include:  longer  processing  time,  some  waste  of 
memory,  system  overhead,  and  possibly  thrashing. 
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GENERAL  SYSTEM  FLOWCHART  SEGMENT 
WEEKLY  PAYROLL  SYSTEM  FOR  HOURLY  PAID  EMPLOYEES 


20  Q.  6 

(10)  (a) 


0 


(a)  Net  Pay  Report 

(b)  Gross  Pay  Report 

(c)  Paycheques 

(d)  Employee  Savings  Report 
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(10) 


(b) 


GENERAL  PROGRAM  FLOWCHART  SEGMENT 
WEEKLY  PAYROLL  SYSTEM  FOR  HOURLY  PAID  EMPLOYEES 
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10  Q.  7 

(2) 

(a)  Batch  inventory  master  file  and  supplier  master  file  containing  reorder  points  and 

on-hand  quantities. 

(2) 

(2) 

(2) 

(2) 

(b)  On-line  —  customer  master  file. 

(c)  On-line  patient  file  (that  is,  medical  file,  not  administrative  file). 

(d)  (Manual)  batch  processing  —  meeting  agenda  file. 

(e)  Batch  —  personnel  skills  file. 

10  Q.  8 

There  are  three  major  control  categories: 

( 1 )  data  processing  controls 

(2)  organizational  controls 

(3)  facilities  controls 

Data  processing  controls  include  controls  over  input,  processing,  output  and  storage.  Organi¬ 
zation  controls  include  productivity  controls,  separation  of  duties,  standard  operating  proce¬ 
dures,  documentation,  authorization  requirements,  conversion  scheduling  and  EDP  auditing. 
Facility  controls  cover  files,  hardware  failure,  physical  protection  and  insurance.  Data 

processing  controls  include  prenumbered  forms  as  input  controls  and  passwords  as  an  example 
of  a  storage  control.  An  example  of  an  organizational  control  is  the  separation  of  duties  of 
systems  development,  computer  operations,  and  data  processing  librarian.  Another  example  is 
the  requirement  that  EDP  activities  undergo  periodic  audits.  Examples  of  facility  controls 
include  computerfile  controls  through  a  library  system,  and  physical  protection  controls  which 
provide  against  security  and  disaster  through  such  techniques  as  identification  badges  and 
various  detection  systems. 

100 

END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
INCOME  TAX  409  EXAMINATION 
December,  1980 


Marks 


Time:  3  hours 


Notes: 

1.  This  examination  is  based  on  the  Income  Tax  Act  as  it  stood  on  January  1,  1979.  It  is 
imperative  that,  on  the  inside  cover  of  your  examination  booklet,  you  write  down  the  date 
and  edition  of  the  Income  Tax  Act  and  any  subsequent  amendments  on  which  you  based 
your  study  for  this  examination. 

2.  Marks  will  be  deducted  for  any  student’s  answer  which  mixes  up  different  years  or 
editions  of  the  I.T.A.  within  the  same  question  (e.g.,  using  1978  personal  exemptions 
with  1979  tax  rates  and  credits). 

3.  Round  all  calculations  to  the  nearest  dollar. 

4.  The  following  tables  are  provided  for  reference: 


1978 

1979 

Basic  exemption 

$2,430 

$2,650 

Additional  marital 

2,130 

2,320 

Total  marital 

$4,560 

$4,970 

Spouse’s  income  limit 

$  400 

$  430 

Dependants  under  16  (under  17  in  1979) 

460 

500 

Dependants  under  16  — 

income  limit 

1.610 

1,750 

Dependants  1 6  or  over  ( 1 7  or  over  in  1 979) 

840 

910 

Dependants  16  or  over- 

—  income  limit 

1,690 

1,840 

Taxpayers  over  65  or  blind  or  bedridden 

1,520 

1,660 

1979 

Taxable  Income 

Tax 

$  829  or  less 

6% 

829 

$  50  +  16%  on  next 

$  829 

1,658 

182  +  17%  on  next 

1 ,658 

3,316 

464  +  18%  on  next 

1.658 

4,974 

763  +  19%  on  next 

3,316 

8,290 

1 ,393  +  21%  on  next 

3,316 

1 1 ,606 

2,089  +  23%  on  next 

3,316 

14,922 

2.852  4-  25%  on  next 

3.316 

18,238 

3,681  +  28%  on  next 

4,974 

23,212 

5,073  +  32%  on  next 

16,580 

39,792 

10,379  +  36%  on  next 

24,870 

64,662 

19,332  +  39%  on  next 

34,818 

99,480 

32,91 1  +  43%  on  remainder 
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1  (Suggested  Time:  54  Minutes) 

Big  Steel  Ltd. .  a  Canadian-controlled  private  corporation,  maintains  two  permanent  establish¬ 
ments  in  two  provinces  ot  Canada  for  its  wholesale  business.  It  has  issued  only  one  class  of 
common  shares  and  the  shareholders  are  as  follows: 


Percentage  of 
Shareholdings 

Super  Ltd.,  a  public  taxable  Canadian  corporation  25 

Minor  Ltd.,  a  private  taxable  Canadian  corporation  8 

Mr.  George,  an  individual  resident  in  Canada  25 

Mr.  Sum.  an  individual  resident  in  Canada  22 

Mr.  Fraser,  an  individual  not  resident  in  Canada  for 
income  tax  purposes  (resident  in  a  country 

with  no  tax  treaty  with  Canada)  20 

100 

The  shareholders  are  not  related  for  income  tax  purposes  and  shareholdings  have  not  changed 
since  incorporation.  Mr.  George  and  Mr.  Sum  are  always  dealing  at  arm’s  length  with  the 
company. 

Big  Steel  Ltd.  has  a  June  30  year  end  and  its  1979  income  for  income  tax  purposes  consisted  of 
the  following: 


Income  from  active  business  carried  on  in  Canada  $150,000 

Taxable  capital  gains  from  disposition  of  properties 

in  Canada  40.000 

Taxable  dividends  received  from  taxable  Canadian 

corporations  not  connected  with  it  18,000 

Income  for  income  tax  purposes  $208,000 


In  its  1979  taxation  year.  Big  Steel  Ltd.  made  a  gift  of  $50,000  to  Her  Majesty  in  right  of  a 
province. 

The  balances  of  the  company's  cumulative  deduction  account  and  refundable  dividend  tax  on 
hand  at  the  end  of  its  1978  taxation  year  were  $450,000  and  $40,000,  respectively. 

The  percentage  of  gross  revenue  for  the  year  and  salaries  and  wages  paid  in  the  year  for  the  two 
provinces  where  permanent  establishments  are  maintained  are: 


Province 


Gross  Revenue  Salaries  &  Wages 


A 

B 


259 r 

35% 

759 r 

65% 

100% 

100% 

The  company  did  not  pay  dividends  in  its  1978  taxation  year  and  has  no  losses  carried  forward 
from  prior  years. 

On  June  I.  1979,  the  company  paid  its  shareholders,  dividends  totalling  $75,000:  $50,000 
taxable,  and  $25,000  from  the  capital  dividend  account.  Section  83(2)  election  has  been 
properly  made. 
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Required: 

a)  For  the  1979  taxation  year  of  Big  Steel  Ltd.,  compute  the  following: 

(2)  i)  taxable  income,  and 

(11)  ii)  federal  income  taxes  payable. 

(3)  b)  Compute  the  1979  taxable  income  for  provincial  income  tax  purposes. 

(14)  c)  Outline,  in  point  form,  the  Canadian  income  tax  implications  to  each  of  the  shareholders  of 
Big  Steel  Ltd.  with  respect  to  the  dividends  received. 


50 


Q.  2  (Suggested  Time:  90  Minutes) 

Richard,  aged  25,  graduated  from  university  in  December  1977  and  commenced  employment 
with  ABC  Ltd.  in  January,  1978.  His  annual  income  before  1978  did  not  exceed  his  tuition  fees 
as  he  was  supported  by  his  parents  and  he  has  no  listed-personal-property  loss  to  be  carried 
forward. 

As  a  gift  for  his  completion  of  university  studies,  Richard  received  from  his  father  in  January, 
1978,  $50,000.  He  immediately  invested  the  money  as  follows: 

Shares  of  K  Ltd.,  a  public  taxable  Canadian  corporation  $20,000 

Term  deposits  at  banks  25,000 

Rare  coins  5,000 

$50,000 


OnJune  1,  1978,  Richard  married  Julia,  the  office  manager  of  ABC  Ltd.  Richard  purchased  a 
frame  house  for  $60,000,  financed  by  the  $25,000  term  deposits  and  a  mortgage  of  $35,000 
with  interest  at  10%  per  annum. 

On  July  1 ,  1978,  Richard  resigned  from  his  job  and  started  his  own  importing  business  under  a 
sole  proprietorship.  Julia,  however,  continued  her  employment  with  ABC  Ltd.  Richard 
financed  his  business  by  selling  his  entire  shareholdings  of  K  Ltd.  for  $2,500,  net  of  selling 
expense  of  $500,  and  assuming  a2-yearterm  bank  loan  of$20,000  with  interestat  12% per 
annum.  The  first  fiscal  year  of  his  sole  proprietorship  was  chosen  to  end  on  December  31, 
1978. 

By  October,  1978,  the  business  was  having  financial  difficulties.  In  addition,  Richard  and 
Julia  had  separated  by  written  agreement.  Under  the  terms  of  this  agreement,  Richard  paid 
$500  per  month  to  Julia  for  maintenance  commencing  on  November  1,  1978. 

In  need  of  cash,  Richard  sold  all  his  rare  coins  purchased  earlier  in  the  year  for  $8,000  net  of 
commission  of  $500.  Richard  also  rented  the  frame  house  to  an  unrelated  person  in  November 
and  went  to  live  with  his  parents.  He  did  not  make  the  Section  45(2)  election  of  the  Income  Tax 
Act  with  respect  to  the  change  in  use  of  his  principal  residence.  But  he  designated  the  house  as 
his  principal  residence  for  1978. 
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Loss  for  income  tax  purposes  ot  the  first  fiscal  year  of  his  sole  proprietorship  was  $50  000 
Other  financial  information  for  1978  is  as  follows: 


1.  Gross  employment  salary  (January  -  June) 
Withholding: 


Income  tax 

$1,000 

Canada  pension 

135 

Unemployment  insurance 

94 

Union  dues 

31 

( 1 .260) 

Net  salary 

$6,740 

Received  interest  from  term  deposits 

$1,042 

Received  dividends  from  K  Ltd. 

$  900 

Collected  gross  rental  of  frame  house 

$  i . too 

Expenses  paid  for  period  of  rental: 

Mortgage  interest 

$584 

Properly  tax 

100 

Insurance 

56 

Repairs 

60 

(800) 

Net  rental  before  capital  cost  allowance 

400 

Capital  cost  allowance  claimed: 

Original  cost  of  building 

$40,000 

Original  cost  of  land 

20,000 

$60,000 

Maximum  claim 
Income  from  rental 


400 
$  0 


5.  Interest  paid  for  the  bank  loan  has  been  deducted  in  computing  the  income  of  the  sole 
proprietorship. 


Julia's  1978  income  for  income  tax  purposes  was  $14,000. 

Richard's  business  was  getting  very  profitable  from  the  beginning  of  1979  because  of  demand 
for  certain  import  items.  In  June.  1979.  he  withdrew  $50,000  from  the  business  and  purchased 
for  his  own  account  10,000  shares  ot  L  Ltd.,  a  public  taxable  Canadian  corporation. 

On  November  30,  1979,  Richard's  divorce  was  finalized.  Under  the  terms  of  the  divorce, 
Richard  paid  Julia  a  lump  sum  of  $60,000  for  full  settlement.  On  the  next  day,  he  married  his 
secretary,  Susan,  who  has  a  child,  aged  3.  from  her  previous  marriage.  The  family  of  three 
moved,  sometime  in  December,  1979,  to  the  family  house  that  Richard  had  rented  out  since 
1978.  Details  of  the  1979  rental  income  are: 


Gross  rental  (January  to  November) 
Expenses  (January  to  November): 
Mortgage  interest 
Property  tax 
Insurance 
Repairs 

Income  before  capital  cost  allowance 


$6,600 


$3,208 

700 

250 

82 


(4,240) 

$2,360 
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Richard  has  obtained  the  following  information  from  two  independent  real  estate  appraisers 
with  respect  to  his  house: 


Fair  Market  Value 

November,  1978 

December,  1979 

Land 

$30,000 

$40,000 

Building 

45,000 

55.000 

$75,000 

$95,000 

Richard  will  designate  the  house  as  his  principal  residence  for  1979. 

On  December  10. 1979  ,  Richard  sold  the  10.000  shares  of  L  Ltd.  for  $60.000 ,  net  of  commission 


Susan’s  1979  income  for  income  tax  purposes  consisted  of  12  months'  salary  from  Richard's 
sole  proprietorship  Details  of  Susan's  employment  income  are: 


Gross  salary  (Monthly,  $1,400) 
Withholding: 

Income  tax 
Canada  pension* 

Unemployment  insurance* 

(*  withheld  before  December) 
Net  salary 


$16,800 

$3,200 

191 

_ 187  (3,578) 

$13,222 


The  1979  income  statement  of  the  sole  proprietorship,  prepared  by  the  bookkeeper,  is  as 
follows: 


Revenue 

Cost  of  goods  sold: 

Inventory  —  opening 
Purchases 

Inventory  —  closing 


$675,000 

$  50,000 
300,000 
350,000 

(70,000)  (280,000) 

395,000 


Selling,  administrative  and  general  expenses: 
Commission 
Rental 

Salary  —  Susan 
—  Others 
Equipment  lease 
Promotion 
Advertising 
Freight  and  deliveries 
Interest 
Miscellaneous 
Income  for  the  year 


48,000 

24,000 

16,800 

100.000 

5.000 

30.000 

20,000 

10,000 

4,500 

I .000  (259,300) 

$135,700 
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The  following  additional  information  relating  to  the  1979  income  statement  was  obtained  for 

income  tax  purposes: 

I  A  monthly  auto  lease  expense  of  $500  was  included  in  the  rental  expense.  The  automobile 
was  used  throughout  the  year  by  Richard  50%  of  the  time  for  personal  purposes  The  other 
monthly  automobile  expenses  of  $300  was  charged  to  freight  and  deliveries. 

2.  Richard  took  out  $2,000  per  month  from  the  business  for  living  expenses  and  it  was  charged 
to  salary  —  others. 

3.  The  bookkeeper  charged  the  December  honeymoon  expense  of  $  1 ,000  incurred  by  Richard 
to  promotion  expense. 

4.  A  penalty  of  $  1 50,  paid  for  late  remittance  ot  payroll  withholding  tax,  was  included  in  the 
miscellaneous  expense. 

Richard  has  personally  remitted  $382  for  his  1 979  contribution  to  the  Canada  Pension  Plan  on 

self-employed  earnings. 

Required: 


(14) 

(2) 


(9) 

(12) 

(3) 


(Ignore  taxable  family  allowance  and  general  averaging) 

a)  For  Richard  s  1978  taxation  year,  compute  the  following: 

i)  non-capital  loss  to  be  carried  forward  at  the  end  of  1978,  and 

ii)  net  capital  loss  to  be  carried  forward  at  the  end  of  1978. 

b)  Reconcile  the  1 979  income  ot  $135,700  from  Richard  s  sole  proprietorship  to  income  from 
a  business  for  income  tax  purposes. 

c)  For  Richard’s  1979  taxation  year,  compute  the  following: 

i)  income  for  income  tax  purposes. 

ii)  taxable  income,  and 

iii)  federal  income  tax  payable. 
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10  Q.  3  (Suggested  Time:  18  Minutes) 

Mr.  Roll  has  carried  on  a  retail  business  under  a  sole  proprietorship  in  Vancouver,  B.C.  since 
1974.  In  1979.  Mr.  Roll  decided  to  transfer,  under  Section  85  of  the  Income  Tax  Act,  his 
business  to  a  newly  incorporated  company  wholly-owned  by  him.  Information  relevant  to  the 
assets  to  be  transferred  are  as  follows: 


Assets 

Cost 

Fair  Market  Value 
(date  of  transfer) 

Undepreciated 
Capital  Cost 
(prior  to  transfer) 

Land 

$  30.000 

$  70.000 

— 

Building 

120.000 

200,000 

$  80.000 

Truck 

20.000 

5.000 

8,000 

Inventory 

60,000 

90. (XX) 

— 

Goodwill* 

15,000 

30.000 

— 

$245,000 

$395,000 

$  88.000 

*The  cumulative  eligible  capital  in  respect  of  the  business  immediately  before  the  transfer  is 

$6,000. 

Mr.  Roll  will  receive,  as  consideration  for  assets  transferred,  100  common  shares  of  the 
company. 

Required: 

Indicate,  for  each  property  to  be  transferred,  the  amount  that  Mr.  Roll  and  the  company  must 
jointly  elect,  pursuant  to  the  provisions  of  Section  85.  as  the  transfer  price  so  that  no  income  is 
to  be  included  by  Mr.  Roll  upon  transfer. 

10  0  4  (Suggested  Time:  18  Minutes) 

Mr.  Fast,  a  resident  for  Canadian  income  tax  purposes,  has  never  believed  in  investing  in 
shares  of  public  corporations.  However,  in  1979.  the  desire  to  protect  his  savings  from 
inflation  has  caused  him  to  change  his  mind  and  he  invested  in  shares  of  Canadian  corporations 
traded  on  the  Toronto  Stock  Exchange.  As  a  result  of  wide  fluctuations  in  stock  prices,  Mr. 
Fast  realized  substantia]  gains  in  1979  from  numerous  dispositions  of  his  shareholdings.  All 
such  gains  were  re-invested  in  shares  of  other  corporations. 

Mr.  Fast  has  been  employed  by  World  Engineering  Ltd.  as  an  accountant  since  1972  and  he  is 
not  considered  to  be  a  trader  or  dealer  in  securities. 

Mr.  Fast  has  asked  you  for  professional  advice  regarding  his  activities  in  the  stock  market  in 
1979. 


Required: 


(6) 

(4) 


100 


a)  Outline  and  discuss  briefly  in  point  form  the  factors  that  you  would  consider  in  determining 
whether  the  gains  made  by  Mr.  Fast  in  1979  would  be  classified  as  capital  gains  or  income 
gains. 

b)  Advise  Mr.  Fast  what  he  should  do  in  order  that  he  could  report  the  gains  as  capital  gains  for 
income  (ax  purposes. 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


INCOME  TAX  409  EXAMINATION 
DECEMBER,  1980 
EXAMINER'S  COMMENTS 


General 


The  candidates  did  not  perform  the  level  expected.  They  appeared  to  be  overwhelmed  by  the  comprehensive  nature 
of  Question  2.  Their  ability  to  organize  answers  and  practice  of  problem  solving  need  improvement. 


Specific 


Q.l 


Q.2 


(a)  (i)  — 

(ii)  - 


(b) 

(c) 

Super  Ltd.  —  taxable  dividends  were  not  treated  as  income 
Minor  Ltd.  —  ignored  Part  II  tax,  RDTOH  and  capital  dividend 
account 

Mr.  George  and  Mr.  Sum  —  the  dividends  deduction  (Section 

1 10. 1)  was  not  considered 
—  Section  83(2)  dividends  was  not 
considered  in  context  of  ACB 

—  Mr.  Fraser  —  withholding  tax  rate  was  not  reduced  to  20% 

—  did  not  know  Part  XIII  tax  is  applicable  to  Section 
83(2)  dividends 


Taxable  dividends  were  not  included  as  income  and  deducted  in  computing  taxable 
income. 

The  20%  limitation  is  not  applicable  to  gifts  to  a  Province. 

The  formula  for  computation  of  SBD  was  not  followed. 

There  were  still  candidates  computing  FTA  based  on  tax  payable. 

Dividend  refund  was  determined  without  reference  to  RDTOH. 

Refundable  portion  Part  I  tax  was  overlooked. 

Many  used  the  individual  tax  rate  for  corporation. 

Many  did  not  know  how  to  compute  taxable  income  earned  in  a  Province. 

This  part  was  generally  done  poorly. 


Many  spent  an  inappropriate  amount  of  time  on  this  question. 


(a)  (i) 


3%  employment  expense  deduction  was  computed  incorrectly. 
Many  did  not  gross  up  the  taxable  dividends  received. 

Interest  income  of  $1,042  was  not  included  as  income. 

The  capital  gain  and  losses  were  not  halved. 

Maintenance  payments  were  ignored. 

Did  not  consider  change  in  use  —  deemed  disposition. 


(ii) 


(b) 


(c)  (i) 


Quite  a  few  candidates  did  not  know  net  capital  loss. 

Although  the  ‘Required’  indicated  the  figure  $135,000  instead  of  $135,700,  no 
penalty  was  given.  Both  figures  were  accepted. 

Many  did  not  know  the  amount  of  personal  use  of  auto. 

The  December  salary  paid  to  Susan  was  not  treated  properly. 

Recapture  of  CCA  was  not  computed. 

Maintenance  payments  were  not  deducted. 

Deemed  disposition  of  rental  property  was  not  considered. 


(ii)  —  Personal  exemption  of  Susan  was  computed  incorrectly. 

—  Many  did  not  claim  the  $100  standard  deduction. 

—  The  maximum  amount  of  net  capital  loss  carried  forward  was  not  applied  properly. 

(iii)  —  Many  did  not  know  the  maximum  ($500)  of  the  federal  tax  reduction. 
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Q.3 


Q.4 


409D80 


(a) 

(b) 


Candidates  either  knew  tax-free  rollover  or  non  at  all. 

Those  candidates  who  knew  have  trouble  with  the  elected  transfer  price  with  respect 
to  goodwill. 

Few  candidates  did  not  attempt  this  question. 

Many  candidates  did  not  consider  the  secondary  intention  concept. 

Otherwise,  this  part  was  well  done. 

The  election  of  Canadian  Securities,  Subsection  39(4),  was  generally  overlooked. 


218 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


INCOME  TAX  409  EXAMINATION 
DECEMBER,  1980 
SUGGESTED  SOLUTIONS 


Marks 


30  Q.  I  Big  Steel  Ltd. 

(a)  (i)  1979  income 
DEDUCT: 

<  I  >  Gifts  to  a  province  $50,000 

G)  Taxable  dividends  18,000 

1979  taxable  income 

(I)  (ii)  $140,000  x  46% 

DEDUCT: 

Small  business  deduction: 

2 1  %  of  the  least  of: 

Active  Income  — $150,000 

T.l.  —$140,000 

ABL  —$150,000 

TBL-CDA  ($750,000  -  $450,000) 

—  $300,000 


(2) 

21%  of  $140,000 

$29,400 

(1) 

Federal  tax  abatement 
$140. (XX)  x  10% 

Part  I  tax  payable 

14.000 

Refundable  Portion  of  Part  1  Tax  = 

Canadian  investment  income: 

Taxable  capital  gain 

$40,000 

(1) 

Taxable  income 

DEDUCT: 

SDB  x  4  =  $29.4(K)  x  4  = 

$  1 40.000 

(1 17.600) 

$  22.400 

(1) 

(25%  x  $22. 4(H))  x  y< 

$  3.733 

(1) 

Part  IV  Tax: 

Corporations  not  connected  with  it 
$18. (XX)  x  i/j 

$  4.500 

Time:  3  Hours 

ITA 

Section 

References 

$208,000 

1 10  (1)  (b) 

68,000 

$140,000 

$64,400 


(43,400) 

$21,000 

129  (3)  (a) 

129  (4) 

129  (3) (a) 
(iii)  (A) 

129(3)  (a) 

186  (I)  (a) 
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Refundable  Dividend  Tax  on  Hand 


1978  balance  $40,000 

Add: 

Refundable  portion  of 

Part  I  tax  3,733 

Part  IV  tax  payable  4,500 

(2)  1979  balance  $48,233 


Dividend  Refund: 

Taxable  dividends  paid:  $50,000 

(1)  $50,000  x  '/4  $12,500 


Federal  income  taxes  payable: 

Part  I  $2 1 ,000 

Part  IV  4,500 

25,500 

Dividend  refund  ( 12,500) 

(1)  $13,000 


(b)  Taxable  income  $140,000 


Allocation  of  taxable  income: 


Regula¬ 
tion 
Part  IV 


(3) 


Province  Percentage  Taxable  Income 

A  25  +  35  =  30  $  42,000 

2 

B  75  +  65  =  70  98,000 

2  $140,000 


(c)  Canadian  income  tax  implications  with  respect  to  dividends  received: 

Super  Ltd. 

Taxable  Dividends 

(Vi)  —  Included  as  income 

C/2)  —  Deduction  from  taxable  income 

C/i)  —  No  Part  IV  tax 

Section  83  (2)  Dividends 

C/2)  —  Not  included  as  income 

C/2)  —No  Part  IV  tax 

Minor  Ltd. 

Taxable  Dividends 

C/2)  —  Included  as  income 

C/2)  —  Deduction  from  taxable  income 

(I)  —  Part  IV  tax  of  $1,000  payable:  $50,000  x  8/100  x  >/4 

(I)  —  Balance  of  Refundable  Dividend  Tax  on  Hand  increases  by  $1,000 

Section  83  (2)  Dividends 

C/2)  —  Not  included  as  income 

(1)  —  Balance  of  Capital  Dividend  Account  increases  by  $2,000  ($25,000  x  8/100) 
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Mr.  George  and  Mr.  Sum 

Taxable  Dividends 

(I)  —  Include  as  income  by  (he  grossed-up  amounts  of  $18,750 

[($50. (XX)  x  25%)  +  $6,250]  and  $16,500  [($50,000  x  22%)  +  $5,500], 
respectively. 

( 1 )  May  deduct  $  1 .000  from  taxable  income  if  there  is  no  other 

qualifying  income  for  purpose  of  Section  1 10. 1 . 

(I)  —  Maximum  dividend  tax  credits  available  are:  $4,688 

($18,750  x  25%)  and  $4,125  ($16,500  x  25%),  respectively. 

Section  83  (2)  Dividends 

C/2)  —  Not  included  as  income 

V/2)  —  No  effect  on  adjusted  cost  base  of  shares 

Mr.  Fraser 

Taxable  Dividends 

(I)  —  Part  XIII  withholding  tax  payable:  25%  x  ($50,000  x  20%)  =  $2,500. 

(%)  —  However,  the  25%  rate  is  reduced  by  5%  as  the  company  has  a 

degree  of  Canadian  ownership  (Section  212(3)  ). 

Section  83  (2)  Dividends 

(I)  —  Part  XIII  25%  withholding  tax  is  payable  (Section  212  (2)  ). 

('/:)  —  However,  the  25%  rate  is  reduced  by  5%  as  the  company  has  a 

degree  of  Canadian  ownership  (Section  212  (3)  ). 
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50  Q.  2  (a)  (i)  1978  income  (loss)  for  income  tax  purposes: 


Income  from  employment: 


m 

Gross  salary 

Deductions: 

$8,000 

(i) 

Employment  expense: 

58,000  x  3r/r  $240 

(Vi) 

Canada  pension  135 

(Vi) 

Unemployment  ins.  94 

(Vi) 

Union  dues  _ 31 

(500) 

$7,500 

(1) 

Interest  income 

1,042 

Taxable  dividends 

$  900 

(1) 

Gross-up 

450 

1,350 

(1) 

Rental  income 

0 

$  9,892 

Taxable  net  gain  on  rare  coins 

Proceeds 

Deduct: 

$8,500 

Adj.  cost  base  $5,000 

Commission  500 

(5.500) 

Gain 

$3,000 

(2) 

Gain  x  Vi 

$1,500 

Allowable  capital  loss  on  shares 

Proceeds  ($2,500  +  $500) 

Deduct: 

$3,000 

Adj.  cost  base  $20. OIK) 
Commission  5(K) 

(20.500) 

(17.500) 

(1) 

Vi  of  Capital  Loss 

(8,750) 

0 

$  9.892 

Subdivision  e  deductions: 

(1) 

Maintenance  payments:  $500  x  2  = 

( 1 ,000) 

$  8,892 

(1) 

Loss  from  Business 

(50,000) 

(1) 

1978  Income 

$  0 

Non-capital  loss  to  be  carried  forward  at 
the  end  of  1978  = 

$50,000 

(8,892) 

$41,108 
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(No  carryback  as  he  has  no  income  in 
prior  years) 

Principal  residence  (see  schedule  i) 


(ii)  Net  capital  loss  to  be  carried  forward  at 
the  end  of  1978: 

Allowable  capital  loss 
Taxable  net  gain 


(No  carryback  as  he  has  no  income  in 
prior  years) 


(I)  (b) 

(I) 

(I) 

(I) 

(1) 

(2) 


Income  per  income  statement 
Add: 

Tax  penalty 
Personal  use  of  auto: 

($500  +  $300)  x  12  x  i/; 
Honeymoon  expense 
Salary  to  Richard: 

$2,000  x  12 
Salary  for  Susan  for 
December  (Sec.  74(3)  &  6(8)) 


Deduct: 

Inventory  allowance: 

(2)  $50,000  x  3f/r 

(1)  Income  from  business  for  income 

tax  purposes: 


$  150 

4,800 

1.000 

24.000 

1.400 


(c)  (i)  1979  income  for  income  tax  purposes: 

(1)  Income  from  business 

(2)  Recapture  of  CCA  on  house 

( I )  Rental  income 


Taxable  capital  gain  on  shares: 
Proceeds 

Adjusted  cost  base 
Capital  gain 

(I)  Taxable  —  $10,000  x  '/> 


$60,000 

(50,000) 

$10,000 


Subdivision  e  deductions: 


(2) 

Maintenance  payments  to  Julia 

($500  x  11) 

(1) 

Canada  pension  on  self-employed 

earnings 

1979  income 

(1) 

Principal  residence  (see  schedule  ii) 

5.500 

382 


Page 


$  8,750 
(1,500) 

$  7,250 


$135,700 


31,350 

$167,050 

(1,500) 

$165,550 


$165,550 

400 

2,360 

$168,310 


5,000 

$173,310 


(5,882) 

$167,428 
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(1) 

(2) 
(I) 
(I) 


(2) 


(2) 

(2) 

(I) 


(I) 


(I) 

(I) 


(ii)  Personal  exemption: 

Self 

Susan  (income  while  married  —  $0) 

Susan's  son 

Standard  medical  and  charitable 
donations 

Interest,  dividend  and  taxable  capital  gain  deduction 
Non-capital  loss  —  carried  forward 
from  1978 


$2,650 

2,320 

500  (5,470) 


(100) 

(1,000) 

(41,108) 


Net  capital  loss  carried  forward  from  1978: 
1979  taxable  capital  gain 
Additional  (Section  III  (b)  (ii)) 


$5,000 

2,000  (7,000) 


1979  taxable  income 


$112,750 


(iii)  1979  Federal  income  tax  payable: 


$112,750 

(99,480)  $32,911 

$  13,270  43%  5,706 

Basic  federal  tax  $38,617 

Federal  tax  reduction 
lesser  of  $38,617  x  9% 

or  $500  (500) 


Federal  income  tax  payable  $38,1  17 


SCHEDULE 

Frame  House  —  Deemed  Disposition 


(a)  (i)  Change  in  use  in  1978  (Principal  residence  to  rental  property) 

Proceeds  (FMV  —  November,  1978) 

Adjusted  cost  base 
Capital  gain 

Principal  residence  exemption  (1978) 

(1)  Capital  gain 


$75,000 
60,000 
$15,000 
15,000 
$  0 


(c)  (ii)  Change  in  use  in  1979  (Rental  property  to  principal  residence) 

Proceeds  (FMV  —  December.  1979) 

Adjusted  cost  base 
Capital  gain 

Principal  residence  exemption  ( 1979) 

(1)  Capital  gain 


$95,000 
75,000 
$20,000 
(20,000) 
$  0 


S409  D80 


Proceeds  on  building  for  capital  cost  allowance  purposes: 
Lesser  ol  actual  proceeds  and  acquisition  cost 
Undepreciated  capital  cost  ($45,000  -  $400) 
Recapture  for  1979 


$45,000 
(44,600) 
$  400 
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10 


100 

S409  D80 


Q.  3  TRANSFER  PRICE  TO  BE  JOINTLY  ELECTED: 


Fair 

Tax 

Elected 

Market 

Value 

Transfer 

Assets 

Price 

(I) 

Price 

(2) 

Land 

$  70.000 

$  30,000 

$  30,000 

(2) 

Buildinst 

200.000 

80,000 

80  000 

(2) 

Truck 

5.000 

8.000 

5  000 

(2) 

Inventory 

90.000 

60.000 

60  000 

(2) 

Goodwill 

30.000 

6.000 

12,000 

$395,000 

$184,000 

$187,000 

(I)  Refer  to  Section  248  tor  definition  of  “Cost  Amount” 

Elected  transfer  price  is  deemed  to  be  the  proceeds  of  the  property  transferred. 

Q  4  MR.  FAST 

(a)  The  factors  that  should  be  considered  in  determining  capital  gains  or  income  gains  are: 

(1)  (i)  Type  or  nature  of  the  property  dealt  with 

Mr.  Fast  is  not  a  trader  or  dealer  in  securities.  The  shares  are  most  likely  capital  properties 
to  Mr.  Fast  as  they  were  purchased  as  an  investment. 

(1)  (ii)  Holding  period 

Dispositions  taking  place  in  the  same  year  increases  the  chance  of  having  gains  treated  as 
income  gains. 

(1)  (iii)  Number  of  similar  transactions 

The  numerous  transactions  ot  Mr.  Fast  in  1979  could  be  construed  as  business  transac¬ 
tions  and  thus  gains  derived  therefrom  would  be  treated  as  income  gains. 

It  is  difficult  to  justify  capital  gain  treatment  because  of  the  frequency  of  transactions  in 
one  year. 

(1)  (iv)  Special  skills  or  expertise 

Mr  Fast  appears  to  have  no  special  expertise  in  the  stock  market  and  the  gains  were  a 
result  of  market  forces.  This  factor  alone  would  allow  the  gains  to  be  treated  as  capital 
gains. 

(2)  (v)  Method  of  dealing  with  property 

The  intention  to  purchase  shares  was  to  protect  savings  against  inflation  and  not  to  trade 
securities. 

The  dispositions  in  1979  appear  to  be  motivated  by  the  desire  to  increase  the  value  of 
investment  as  evidenced  by  the  re-investment  policy. 

The  secondary  intention  concept  would  not  be  applicable  in  this  case  because  Mr.  Fast  has 
only  one  intention  for  his  investment,  i.e..  to  protect  savings  from  the  effects  of  inflation. 

(4)  (b)  The  advice  to  be  given  to  Mr.  Fast  is: 

(i)  Based  on  the  factors  outlined  and  discussed  in  (a),  his  shares  activities  in  1979  would 
appear  to  cause  some  concern  in  treating  the  gains  as  capital  gains  because  of  the 
frequency  of  the  trading. 

(ii)  However,  the  shares  purchased  and  disposed  of  by  Mr.  Fast  are  considered  to  be 
"Canadian  security".  Mr.  Fast  could  therefore  elect,  in  his  1979  tax  return,  under 
Subsection  39(4)  of  the  Income  Tax  Act  to  deem  all  such  shares  purchased  as  capital 
properties  to  him  and  any  gains  realized  on  disposition  of  the  shares  will  be  considered  as 
capital  gains  for  tax  purposes. 

END  OF  SOLUTIONS 

Page  7  of  7 


225 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 


INCOME  TAX  409  EXAMINATION 
March,  1981 


Time:  3  Hours 


Notes: 

1.  This  examination  is  based  on  the  Income  Tax  Act  as  it  stood  on  January  1,  1980.  It  is 
imperative  that,  on  the  inside  cover  of  your  examination  booklet,  you  write  down  the  date 
and  edition  of  the  Income  Tax  Act  and  any  subsequent  amendments  on  which  you  based 
your  study  for  this  examination. 

2.  Marks  will  be  deducted  for  any  student’s  answer  which  mixes  up  different  years  or  editions 
of  the  I.T.A.  within  the  same  question  (eg.,  using  1979  personal  exemptions  with  1980  tax 
rates  and  credits). 

3.  Round  all  calculations  to  the  nearest  dollar. 

4.  The  following  tables  are  provided  for  reference. 


1979 

1980 

Basic  exemption 

$2,650 

$2,890 

Additional  marital 

2,320 

2,530 

Total  marital 

$4,970 

$5,420 

Spouse’s  income  limit 

$  430 

$  460 

Dependants  under  17  (under  18  in  1980) 

500 

540 

Dependants  under  16 —  income  limit 

1,750 

1,910 

Dependants  17  or  over  (18  or  over  in  1980) 

910 

990 

Dependants  16  or  over  —  income  limit 

1,840 

2,000 

Taxpayers  over  65  or  blind  or  bedridden 

1,660 

1,810 

1980 

Taxable  Income  Tax 


$  903  or  less 


903 

$  54 

+ 

1,806 

199 

+ 

3,612 

506 

+ 

5.418 

831 

+ 

9,030 

1,517 

+ 

12,642 

2,276 

+ 

16,254 

3,106 

+ 

19,866 

4,009 

+ 

25,284 

5,526 

+ 

43,344 

1 1 ,306 

+ 

70,434 

21,058 

+ 

108,360 

35,849 

+ 

6% 

16%  on  next 

$  903 

17%  on  next 

1,806 

18%  on  next 

1,806 

19%  on  next 

3,612 

21%  on  next 

3,612 

23%  on  next 

3,612 

25%  on  next 

3,612 

28%  on  next 

5,418 

32%  on  next 

18,060 

36%  on  next 

27,090 

39%  on  next 

37,926 

43%  on  remainder 

5.  Ignore  general  averaging  and  taxable  family  allowance. 


Page  1  of  5 


226 


16 


(Suggested  Time:  29  minutes) 


Q.  l 


31 


(4) 

(4) 

(6) 


Indicate  the  income  tax  consequences  to  K  Ltd. ,  a  private  corporation,  operating  an  active 
business  with  respect  to  the  Part  IV  tax  payable  and  the  cumulative  deduction  account  on 
taxable  dividends  received  in  1980  from  each  of  the  following  unrelated  taxable  Canadian 
corporations: 

(a)  a  public  corporation  in  which  K  Ltd.  owns  15%  of  the  shares; 

(b)  a  private  corporation  connected  with  but  not  controlled  by  K  Ltd.; 

(c)  a  public  corporation  connected  with  but  not  associated  with  K  Ltd.;  and 


(2)  (d)  a  private  corporation  not  connected  with  K  Ltd. 

Q.  2  (Suggested  Time:  55  minutes) 


In  February,  1981,  Mr.  Clean,  aged  29  and  a  resident  of  British  Columbia,  provided  you  with 
the  following  information  regarding  his  income  tax  affairs  of  prior  years: 

(a)  No  income  for  income  tax  purposes  prior  to  1980 

(b)  Non-capital  losses  carried  forward  from: 

1973  $10,000 

1979  $15,000 

(c)  Net  capital  losses  carried  forward  from: 

1978  $5,000 

1979  $7,500 

(d)  Listed-personal-property  loss  carried  forward  from: 

1979  $10,000 


The  following  income  tax  data  relate  to  his  1980  taxation  year: 


i)  Income  from  employment 
Gross  Salary 
Deductions: 

Income  tax  $10,680 

Canada  pension  212 

Unemployment  insurance  241 

Union  dues  107 

Net  Salary 


ii)  Taxable  capital  gains 
Allowable  capital  losses 

Gains  on  disposition  of  diamond  ring 

iii)  Investment  income  from  Canadian  sources: 

Interest  on  term  deposits 
Taxable  dividends  from  taxable  Canadian 
corporations 


$36,000 


(11,240) 

$24,760 


$  7,000 
1,000 
4,000 


8,000 

4,000 
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iv)  Rental  income  from  the  following  sources: 


Canadian 

Sources 

Foreign 

Sources 

Gross  rental 

CAN 

$  8,700 

CAN 

$10,000 

Expenses: 

Mortgage  interest 

Repairs 

Depreciation 

$  5,000 
700 
2,000 

(7,700) 

$13,000 

1,000 

2,500 

(16,500) 

Income  (loss)  from  rental 

CAN 

$  1,000 

CAN 

$  (6,500) 

Class  of  property 

6 

3 

Undepreciated  capital  cost  of  the 
class  at  the  end  of  1979: 

CAN 

$52,000 

CAN 

$70,000 

Mr.  Clean  is  married  and  Mrs.  Clean  had  no  income  in  1980  except  $1,200  interest  income 
from  her  savings  account.  Mrs.  Clean  has  always  underspent  the  budgeted  household  expenses 
provided  by  Mr.  Clean  and  has  deposited  the  difference  in  her  savings  account. 

Required: 

(5)  (a)  Determine  the  maximum  payment  that  Mr.  Clean  could  make  to  his  Registered  Retirement 

Savings  Plan  as  a  deduction  from  income  for  the  1 980  taxation  year.  (Show  all  supporting 
calculations.) 

(26)  (b)  Calculate  the  1 980  federal  income  tax  payable  by  Mr.  Clean  (assuming  the  contribution  to 

the  Registered  Retirement  Savings  Plan  determined  in  (a)  has  been  made  by  Mr.  Clean). 
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Q-  3  (Suggested  Time:  36  minutes) 


Fancy  Restaurant,  owned  and  operated  by  O.K.  Ltd.  which  has  a  December  31  year  end, 
had  a  tire  in  August,  1980.  As  a  result,  the  frame  building,  a  class  6  property  acquired 
entirely  for  the  use  of  the  restaurant,  was  damaged  and  all  its  dining  room  furniture  and 
equipment,  class  8  properties,  and  kitchen  equipment,  class  29  properties,  were  destroyed  All 
the  depreciable  properties  were  acquired  in  1973.  InOctober,  1980,  O.K.  Ltd.  collected 
insurance  proceeds  covering  the  loss.  The  following  relate  to  the  properties  compensated  by 
insurance: 


Undepreciated 

capital  cost  as  at 

Original 

Insurance 

Property 

Class 

January  1,  1980 

capital  cost 

proceeds 

Building 

6 

$210,000 

$450,000 

$300,000 

Furn.  &  Equip. 

8 

45,000 

100,000 

175,000 

Kitchen  Equip. 

29 

0 

80,000 

120,000 

$255,000 

$630,000 

$595,000 

Repairs  to  the  building  were  completed  in  late  December, 

1980,  at  a  cost  of  $200,000.  asO. 

Ltd.  had  decided  to  reduce  the  size  of  the  restaurant.  The  following  information  relate  to 

replacement  of  the  class  8  and  29  properties: 

Property 

Class 

Date  Replaced 

Cost 

Furniture  and  Equipment 

8 

Jan.  1981 

$130,000 

Kitchen  equipment 

29 

Jan.  1981 

140,000 

$270,000 


The  restaurant  reopened  for  business  in  February,  1981. 

Required: 

Outline  the  tax  implications  toO.K.  Ltd.  in  its  1980  and  1981  taxation  years  with  respect  to  the 
insurance  proceeds  for  compensation  of  properties  damaged  and  destroyed. 
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33  Q.  4  (Suggested  Time:  60  minutes) 

Alma  Ltd.,  a  Canadian-controlled  private  corporation  ,  operates  a  furniture  manufacturing 
business  in  Vancouver.  British  Columbia  since  1976.  Its  taxation  years  have  always  ended  on 
December  3 1 .  The  company  has  issued  5 ,000  each  of  the  class  A  and  class  B  common  shares 
which  are  of  equal  value  and  rights.  The  class  A  and  class  B  shares  were  always  owned  by  Mr. 
and  Mrs.  Alma,  respectively. 

In  February,  1980,  Alma  Ltd.  declared  and  paid  taxable  dividends  of  $205,000  to  class  B 
shareholder  only.  Subsection  83(2)  election  has  been  made  by  the  company  with  respect  to  the 
first  $50,000  of  the  taxable  dividends  paid.  This  $205,000  dividend  was  the  first  dividend  ever 
paid  to  any  shareholders. 

On  November  1,  1980,  Mr.  and  Mrs.  Alma  sold  all  their  shares  to  an  individual  who  is  a 
non-resident  for  Canadian  income  tax  purposes.  Mr.  and  Mrs.  Alma  each  realized  a  taxable 
capital  gain  of  $60,000  on  disposition  of  their  shares  of  Alma  Ltd.  The  following  data  pertain 
to  Alma  Ltd.  for  its  1980  taxation  year: 


(a)  Income  from  active  business  carried  on  in  Canada  $170,000 

Taxable  dividends  received  from  taxable  Canadian 

corporations  not  connected  with  Alma  Ltd.  20,000 

Taxable  dividends  received  from  Sasamat  Ltd.,  a 
private  taxable  Canadian  corporation  in  which  Alma 

owns  25%  of  its  total  issued  shares  10,000 

Taxable  capital  gains  30,000 

Income  for  income  tax  purposes  $230,000 


(b)  Included  in  the  $170,000  business  income,  it  has  been  determined  that  $160,000  was 
manufacturing  profit. 

(c)  The  company  has  $5,000  investment  tax  credit  carried  forward  from  1979. 

(d)  The  balances  of  its  capital  dividend  account,  refundable  dividend  tax  on  hand  and 
cumulative  deduction  account  at  the  beginning  of  its  1980  taxation  year  were  $50,000, 
$30,000  and  $500,000.  respectively. 

(e)  The  company  has  claimed  the  full  small  business  deduction  every  year  since  1976. 

(f)  It  has  been  determined  that  Sasamat  Ltd.  is  a  corporation  connected  with  but  not  controlled 
by  Alma  Ltd.  As  a  result  of  payment  of  taxable  dividends  to  its  shareholders.  Sasamat  Ltd. 
received  a  $8,000  dividend  refund. 

(g)  Alma  Ltd.  has  never  controlled  directly  or  indirectly  any  corporation. 

Required: 

(25)  (a)  Compute  the  federal  income  tax  payable  by  Alma  Ltd.  for  its  1980  taxation  year. 

(8)  (b)  Compute  the  1980  federal  income  tax  payable  by  Mrs.  Alma. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS-  ASSOCIATION 


INCOME  TAX  409  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


General 


The  candidates  demonstrated  lack  of  knowledge  not  only  on  fundamental  areas  but  also  on  specialized  topics. 

Specific 

Q.l  This  question  was  poorly  done  because  candidates  failed  to  understand  and  apply  the  concepts  of 

connected  corporations  and  the  Part  IV  tax  effects  on  the  cumulative  deduction  account.  Some 
candidates  believed  incorrectly  that  public  corporations,  payers  of  taxable  dividends,  are  entitled  to 
dividends  refund. 

Q-2  This  question  was  reasonably  well  done.  Details  in  computing  earned  income  were  not  shown  even 

though  the  question  requires  all  supporting  calculations.  The  candidates  had  the  following  problems: 

—  did  not  take  income  and  loss  from  rental  properties  in  computing  earned  income; 

—  the  maximum  RRSP  limit  should  be  $5,500  instead  of  $3,500; 

—  did  not  know  how  to  apply  non-capital  loss  and  net  capital  loss; 

—  mixed  up  the  deductions  in  computing  income  with  that  of  computing  taxable  income; 

—  did  not  apply  the  CPP  loss  in  computing  income  and  not  taxable  income ; 

—  forgot  all  about  the  income  tax  withheld. 

Q-3  Again,  this  question  was  poorly  done.  Most  candidates  described  the  possible  effects  on  involuntary 

dispositions  instead  of  outlining  the  specific  effects  on  this  practical  situation.  Many  candidates  could 
not  distinguish  the  different  tax  effects  on  properties  damaged  and  properties  destroyed.  Some 
candidates  could  not  even  compute  regular  recapture  and/ or  capital  gain.  Some  candidates  computed 
prorated  CCA  for  1980  taxation  year.  The  only  circumstance  under  which  prorated  CCA  is  required  is 
a  taxation  year  of  less  than  12  months  (see  I.T.  Regulation  1100(3)).  Many  did  not  know  of  the  existence 
of  section  12(1X0- 

Q.4  Many  candidates  could  not  compute  the  taxable  income.  Some  candidates  insisted  to  compute  the 

federal  tax  abatement  based  on  10%  of  the  46%  of  the  taxable  income  instead  of  10%  of  taxable  income. 
Quite  a  few  candidates  did  not  know  the  requirement  and/or  the  concepts  of  refundable  dividend  tax  on 
hand  (RDTOH  -  section  129).  Part  VI  tax  (takeover  tax  lesson  notes  A8-53)was  generally  ignored  by 
candidates.  Many  candidates  did  not  gross  up  properly  the  taxable  dividends  received  by  Mrs.  Alma; 
deducted  incorrectly  the  $1,000  investment  income  deduction;  and,  did  not  know  the  maximum  of  $500 
for  the  federal  tax  reduction. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


INCOME  TAX  409  EXAMINATION 
March,  1981 

SUGGESTED  SOLUTIONS 


Marks 


16  Q  I 

The  tax  consequences  to  K  Ltd.  on  taxable  dividends  re¬ 
ceived  from: 

(a)  public  corporation,  15%  of  its  shares  owned  by  K  Ltd. 

(1)  —  The  public  corporation  is  not  connected  with  K  Ltd. 

by  definition. 

(1)  —  Part  IV  tax  is  payable  at  25%  of  taxable  dividends 

received. 

(2)  —  Cumulative  deduction  account  will  not  be  increased 

by  the  taxable  dividends  received  as  Part  IV  tax  is 
payable. 

(b)  private  corporation  connected  with  but  not  controlled  by 
K  Ltd.: 

(1)  —  Part  IV  tax  is  payable  at  25%  of  4  times  K  Ltd.’s  share 

of  the  dividend  refund  of  the  payer  corporation. 

(2)  —  If  there  is  no  dividend  refund  to  the  payer  corpora¬ 

tion,  K  Ltd.  has  no  Part  IV  tax  payable.  However  K 
Ltd.  could  elect  to  pay  Part  IV  tax  on  the  taxable 
dividends  received. 

(1)  —  Cumulative  deduction  account  will  be  increased  by 

4/3  of  that  portion  of  the  taxable  dividends  received 
that  has  no  Part  IV  tax  payable. 

(c)  public  corporation  connected  with  but  not  associated 
with  K  Ltd.: 

(I)  —  K  Ltd.  controlled  the  payer  corporation. 

(1)  —  K  Ltd.  and  payer  corporation  could  be  not  associated 

because  of  different  meanings  of  control  for  Part  IV 
and  Associated  Corporations  purposes. 


Time:  3  Hours 

Section 

Reference 


186(4) 

186(l)(a) 


125(6)(b)(iii) 


1 86(  1  )(b) 


1 86(  1  )(b.  1  )(i) 


I25(6)(b)(iii) 


186(2) 


186(2) 

251(5) 

256(1) 
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(1)  —  No  Part  IV  tax  is  payable  as  there  is  no  dividend 

refund  to  the  payer  corporation  which  is  a  public 
corporation. 


(2) 


(1) 


(I) 

(1) 

Q.  2 


(2) 


(2)** 


—  However,  K  Ltd.  could  elect  to  pay  Part  IV  tax  on  all 
or  part  of  the  taxable  dividends  received  provided  K 
Ltd.  has  paid  the  amount  of  the  taxable  dividend 
under  the  election  to  its  shareholders  who  are  indi¬ 
viduals. 

—  Cumulative  deduction  account  will  be  increased  by 
4/3  of  that  portion  of  the  taxable  dividends  received 
that  has  no  Part  IV  tax  payable. 

(d)  private  corporation  not  connected  with  K  Ltd.: 

—  Part  IV  tax  is  payable  at  25%  of  the  taxable  dividends 
received. 

—  Cumulative  deduction  account  will  not  be  increased 
by  the  taxable  dividends  received  as  Part  IV  tax  is 
payable. 

(a)  Mr  Clean  —  1980 

Income  from  employment: 

Gross  salary 
Deductions: 

Canada  pension 
Unemployment  insurance 
Union  dues 

Employment  expenses  (max.) 


Income  from  rental  properties: 
Gross  rentals 
Deductions: 

Mortgage  interest 
Repairs 


Income  (loss)  from  rental 


1 86(  I  )(b.  1  )(ii) 

125(6)(b)(iii) 


1 86(  1  )(a) 

!25(6)(b)(iii) 


$36,000 

$212 


24 1 ( * ) 

107 

500 

(1,060) 

$34,940 

Canadian 

Foreign 

$8,700 

$10,000 

$5,000 

$13,000 

700 

1,000 

(5,700) 

(14,000) 

$3,000 

$  (4,000) 

(2)**  No  capital  cost  allowance  could  be  claimed  (I  T.  Regulations  Section  1 100(1 1))  as  there  is 
a  net  loss  from  rental  of  properties. 

Maximum  contribution  to  R.R.S.P  : 

$5,500  or  20%  of  Earned  Income,  whichever  is  less. 


Earned  income: 


(D* 

Income  from  employment 

$34,940 

(1>* 

Income  from  rental  of  real  property 

3,000 

(D* 

Canada  pension  plan  contribution 

212 

$38,152 

(D* 

Less:  Loss  from  rental  property 

(4,000) 

$34,152 
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20%  of  $34,152  is  $6,830. 
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(1)  Maximum  contribution  to  R.R.S.P.  deductible  from  1980  income  is  $5,500. 

*  (a)  (5) 

**  (b)  (6) 

(*)  1980  maximum  is  $204.  Both  amounts  accepted  for  this  exam. 


(b)  Income  from  employment  (see  (a))  $34,940 

Income  from  properties: 


(2) 

Bank  interest  ($8,000  +  $1,200) 
Taxable  dividends 

$4,000 

$9,200 

(1) 

Add  gross  up 

2,000 

6,000 

15,200 

Rental  of  real  property  (see  (a)) 

3,000 

$53,140 

(1) 

Taxable  capital  gains 

Gains  on  LPP 

$4,000 

$7,000 

(2) 

Less:  LPP  loss  from  1979 

(4,000) 

0 

7,000 

(1) 

Allowable  capital  losses 

(1,000) 

6,000 

59,140 

0) 

R.R.S.P.  contribution 

(5,500) 

53,640 

(1) 

Loss  from  rental  of  real  property  (see  (a)) 

(4,000) 

Income  for  income  tax  purposes 

49,640 

Division  C  deductions: 

Personal  exemption: 

Self 

2,890 

(1) 

Wife 

2.530 

(5,420) 

(1) 

Medical  and  donations  (standard) 

(100) 

(1) 

Interest  deduction 

(1,000) 

(2) 

Non-capital  losses  —  1979 

(15,000) 

(2) 

Net  capital  losses  ($6,000  +  $2,000) 

(8,000) 

Taxable  Income: 

$20,120 

$20,120 

(19,866) 

$  4,009 

$  254 

x  28% 

71 

(1) 

Federal  dividend  tax  credit: 

$  4,080 

(1) 

$6,000  x  25% 

(1.500) 
$  2,580 

Federal  tax  reduction: 

(1) 

9%  of  $2,580 

(232) 

Federal  tax  payable 

$  2,348 

(1) 

Less:  income  tax  withheld 

(10,680) 

Federal  tax  refund 

$  (8,332) 
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20  Q.  3  O.K.  Ltd. 

Tax  Implications  with  respect  to  the  insurance  proceeds: 

Building 

1980: 

(2)  —  $200,000  of  the  insurance  proceeds  of  $300, 000  covering 

the  damaged  building  must  be  included  as  income  as  it 
was  expended  in  the  year  on  repairing  the  damage. 

(2)  —  The  $200,000  repairs  expense  incurred  with  respect  to  the 

building  will  be  deductible  for  income  tax  purposes  as 
repair  expense. 

(2)  —  The  balance  of  $100,000,  not  used  for  repair,  is  consi¬ 

dered  to  be  proceeds  on  disposition  of  property  in  class  6. 
Therefore  the  undepreciated  capital  cost  of  the  class  6  will 
be  reduced  by  $100,000. 


Furniture  and  equipment  (class  8) 

Kitchen  equipment  (class  29) 

1980: 

(2)  —  Proceeds  from  disposition  of  class  8  and  class  29  were 

$175,000  and  $120,000  respectively. 

(2)  —  The  proceeds  of  disposition,  up  to  the  original  capital 

cost,  should  be  credited  to  the  undepreciated  capital  cost 
of  class  8  and  class  29  respectively  and  recaptures  will 
result. 


(2)  —  However,  OK  Ltd.  could  elect  under  Section  13(4)  to 

have  the  proceeds  of  disposition  for  class  8  and  class  29 
reduced  to  $45,000  and  $0  respectively.  Thus,  no  re¬ 
capture  will  result. 

—  Section  13(4)  election  will  trigger  also  Section  44(1) 
election. 

(2)  —  Capital  gains  on  disposition  of  class  8  and  class  29  in  1 980 

could  also  be  deferred  by  Section  44(  1 )  election. 

(2)  - —  Although  the  13(4)  and  44(1)  elections  should  be  filed 

only  when  filing  the  1981  return,  the  year  in  which  re¬ 
placement  properties  were  acquired,  OK  Ltd.  could  file 
the  1980  return  on  the  basis  that  a  rollover  will  be  avail¬ 
able  because  replacement  properties  were  in  fact  acquired 
before  the  deadline  for  filing  the  1980  return. 


12(l)(f) 


1 3(2 1  )(d)(vi) 

13(20(0 


1 3(2 1  )(d)(iii) 


1 3(2 1  )(0(  iv)(  B ) 
13(1) 


44(4) 
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1981: 


—  Under  the  election,  OK  Ltd.  is  deemed  to  have  acquired 
the  class  8  and  class  29  properties  at  capital  cost  det¬ 
ermined  as  follow:  44(1  )(e)  &  (f) 


Class  8 

Class  29 

Proceeds 

ACB  of  former  properties 
Gain  otherwise  determined 

$175,000 
(  100,000) 

$  75,000 

$120,000 
(  80.000) 
$  40,000 

Proceeds 

ACB  of  replacement  prop. 

$175,000 
(  130,000) 

$120,000 
(  140,000) 

(2) 

Capital  gain  realized 
on  disposition 

$  45,000 

$  0 

($75,000  -  $45,000) 
($40,000  -  $0) 

$130,000 
(  30,000) 

$140,000 

(  40,000) 

(2) 

Deemed  capital  cost 

$100,000 

$100,000 

Q.  4 

ALMA  LTD. 

(2) 

(a)  1980  income  for  income  tax  purposes 

Deduct: 

Taxable  dividends  from  taxable  Canadian  corporations 

1980  taxable  income 

$230,000 

(30,000) 

$200,000 

Part  I  tax*: 

(1) 

(D 

$200,000  x  46% 

Less: 

Federal  tax  abatement:  ($200,000  x  10%) 

$  92,000 

(20,000) 

(2) 

Small  business  deduction:  None,  as  Alma  Ltd.  was  not  a 
Canadian-controlled  private  corporation  throughout  1980. 

0 

(2) 

Manufacturing  and  processing  profits  deduction: 

$160,000  x  6% 

(9,600) 

(1) 

Investment  tax  credit 

(5,000) 
$  57,400 

^Temporary  surtax  is  excluded  for  purposes  of  this  examination. 
However,  no  mark  will  be  deducted  for  inclusion  of  surtax  . 

Refundable  portion  of  Part  I  tax: 

(2) 

%x  ($30,000  x  25%) 

$  5,000 
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Part  IV  tax: 


Taxable  Canadian  corporations  not  connected 

(1)  $20,000  x  i/4  $  5  0(K) 

Sasamat  Ltd.: 

(2)  ($8,000  x  25%  x  4)  X  lA  2  ooo 

$  7,000 

Refundable  dividend  tax  on  hand: 

Balance  —  beginning  of  year  $  30  non 

Add: 

Refundable  portion  of  Part  1  tax  5  000 

Part  IV  tax  7!q00 

(2)  $  42,000 


Dividend  refund: 

Taxable  dividends  paid  x  'A: 

($205,000  -  $50,000)  x  'A  =  $38,750 

RDTOH  $42,000 


(2)  Dividend  refund  $  38,750 


Part  VI  tax: 

(1)  Alma  Ltd.  became  a  non-Canadian-controlled  private  corporation  in 
its  1980  taxation  year  and,  therefore,  PART  VI  tax  is  payable. 

The  tax  is  25%  on  the  preferred-rate  amount  which  is  computed  as  follows: 

(2)  4  x  ($31,500  x  4)  $504,000 

(2)  Deduct:  4/3  X  [($205,000  -  $50,000)  -  (4  x  $38,750)]  __0 

$504,000 

(1)  Part  VI  tax  payable:  25%  x  $504,000  $126,000 


Part  I  tax  payable  $  57,400 

Part  IV  tax  payable  7,000 

Part  VI  tax  payable  126,000* 

190,400 

Dividend  refund:  (38,750) 

(1)  Federal  income  tax  payable  $151 ,650 


*  I  /5  of  this  amount  is  payable  in  1 980  with  the  balance  payable  equally  in  each  of  the  four 
immediately  following  taxation  years. 
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(b)  Mrs.  Alma 


Taxable  dividends: 


(2) 

($205,000  -  $50,000)  +  $77,500 

$232,500 

(I) 

Taxable  capital  gain 

60,000 

Income  for  income  tax  purposes 

Deduct: 

292,500 

(1) 

Personal  exemption 

(2,890) 

(1) 

Medical  and  donation 

(100) 

Taxable  income 

$289,510 

$289,510 
(  108,360) 

$  35,849 

(1) 

$181,150  x  43% 

77,895 

113,744 

Federal  dividend  tax  credit 

(1) 

$232,500  x  25% 

(58,125) 

55,619 

(1) 

Federal  tax  reduction  (maximum): 

(500) 

Federal  income  tax  payable: 

$  55,119 

END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 


INCOME  TAX  409  EXAMINATION 
June,  1981 


Note: 


Time:  3  Hours 


1.  This  examination  is  based  on  the  Income  Tax  Act  as  it  stood  on  January  1,  1980.  It  is 
imperati  ve  that,  on  the  inside  cover  of  your  examination  booklet,  you  write  down  the  date 
and  edition  of  the  Income  Tax  Act  and  any  subsequent  amendments  on  which  you  based 
your  study  for  this  examination. 

2.  Marks  will  be  deducted  for  any  student  s  answer  which  mixes  up  different  years  of  editions 
of  the  I. T.  A.  within  the  same  question  (e.g.,  using  1979  personal  exemptions  with  1980  tax 
rates  and  credits). 

3.  Round  all  calculations  to  the  nearest  dollar. 

4.  The  following  tables  are  provided  for  reference: 


1979 

1980 

Basic  exemption 

$2,650 

$2,890 

Additional  marital 

2,320 

2,530 

Total  marital 

$4,970 

$5,420 

Spouse’s  income  limit 

$  430 

$  460 

Dependants  under  17  (under  18 

in  1980) 

500 

540 

Dependants  under  16  —  income 

limit 

1.750 

1.910 

Dependants  17  or  over  (18  or  over  in  1980) 

910 

990 

Dependants  16  or  over  —  income  limit 

1,840 

2,000 

Taxpayers  over  65  or  blind  or  bedridden 

1,660 

1,810 

1980 

Taxable  Income 

Tax 

$  903  or  less 

6% 

903 

$  54 

+ 

16%  on  next 

$  903 

1,806 

199 

+ 

17%  on  next 

1,806 

3.612 

506 

+ 

18%  on  next 

1,806 

5,418 

831 

+ 

19%  on  next 

3,612 

9,030 

1,517 

+ 

21%  on  next 

3,612 

12,642 

2,276 

+ 

23%  on  next 

3,612 

16,254 

3,106 

+ 

25%  on  next 

3,612 

19,866 

4,009 

+ 

28%  on  next 

5.418 

25,284 

5,526 

+ 

32%  on  next 

18,060 

43,344 

1 1 ,306 

+ 

36%  on  next 

27,090 

70,434 

21,058 

+ 

39%  on  next 

37,926 

108.360 

35,849 

+ 

43%  on  remainder 

5.  Ignore  general  averaging  and  taxable  family  allowance. 
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q  |  Two  brothers,  Mr.  Young  and  Mr.  Old.  came  to  Canada  on  January  I,  1980,  and  were 
immediately  employed  by  A  Ltd.,  a  public  Canadian  corporation,  and  B  Ltd.,  a  Canadian- 
controlled  private  corporation,  respectively.  A  Ltd.  and  B  Ltd.  are  not  related  for  income  tax 
purposes. 

As  incentives  for  employees,  both  companies  have  provided  stock  option  plans  to  their 
employees.  Under  the  terms  of  these  plans,  the  following  options  were  granted: 

Number  Option 

Employer  Employee  Option  period  of  shares  Price 

A  Ltd.  Mr.  Young  2/1/80-12/31/80  10.000  $10/share 

B  Ltd.  Mr.  Old  2/1/80-12/31/80  5,000  $  5/share 

In  addition,  both  companies  will  make  interest  free  loans  to  their  employees  to  enable  them  to 
purchase  shares  of  the  company  under  the  stock  option  plan. 

On  September  1,  1980,  both  Mr.  Young  and  Mr.  Old  exercised  their  options  and  purchased  the 
full  number  of  shares  allowed  under  the  plans.  They  have  also  borrowed  the  funds  interest  free 
from  the  companies  for  full  payment  of  the  shares  acquired.  For  income  tax  purposes,  Mr.  Old 
and  B  Ltd.  are  always  dealing  at  arm’s  length. 

The  fair  market  values  per  share  at  the  relevant  dates  are  as  follows: 


Date 

A  Ltd. 

B  Ltd. 

Feb.  1,  1980 

$11 

$  6 

Sept.  1,  1980 

17 

8 

Dec.  31,  1980 

19 

14 

Both  A  Ltd.  and  B  Ltd.  have  taxation  years  ending  on  December  31. 

Required: 


tax  implications  for: 

(7) 

(a)  Mr.  Young,  and 

(13) 

(b)  Mr.  Old. 
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Q.  2  Acme  Management  Ltd.  (AML)  was  incorporated  under  the  Canada  Business  Corporations 
Act  on  January  1 .  1980,  by  Mrs.  Jones  and  Mrs.  Lee  who  each  own  50%  of  the  issued  shares. 
AML's  taxation  years  end  on  December  3 1.  AML  derives  its  income  from  the  provision  of  day 
to  day  management  and  financial  services  to  a  professional  accounting  partnership,  Jones  and 
Lee,  in  British  Columbia. 

Mrs.  Jones  and  Mrs.  Lee  are  the  only  employees  of  AML.  During  1980,  AML  invested  its 
excess  funds  in  bank  term  deposits.  In  addition,  it  has  invested  in  15%  of  the  issued  share 
capital,  having  a  fair  market  value  of  at  least  15%  of  the  fair  market  value  of  all  the 
issued  shares,  of  B1K  Ltd.  (BL),  a  Canadian-controlled  private  corporation  controlled  by  a 
good  friend  of  Mrs.  Lee  BL  is  in  the  business  of  manufacturing  toys  for  sale  in  British 
Columbia. 

The  following  data  pertain  to  the  1980  income  of  AML  determined  in  accordance  with  the 


provisions  of  the  Income  Tax  Act: 

(a)  Income  from  the  business  (active  business  income)  $60,000 

Interest  from  term  deposits  5,000 

Taxable  dividends  from  BL  10,000 

Income  for  income  tax  purposes  $75,000 


(b)  BL  did  not  receive  a  dividend  refund  with  respect  to  the  taxable  dividends  paid  to  its 
shareholders.  AML  has  not  elected  to  pay  Part  IV  tax  on  the  $10,000  taxable  dividends 
received. 

(c)  In  December,  1980,  AML  paid  $20,000  taxable  dividends  to  its  shareholders. 

(d)  AML  made  the  following  contributions  during  the  year: 

Canadian  Red  Cross  $2,000 

Federal  political  parties  750 

$2,750 


Required: 

Compute,  for  the  1980  taxation  year  of  AML,  the  following: 

(2)  (a)  taxable  income; 

(15)  (b)  federal  income  tax  payable;  and 

(8)  (c)  the  balance  in  the  cumulative  deduction  account  at  the  end  of  the  year. 


E409J81 


Page  3  of  6 


241 


25 


Q.  3  For  each  of  the  following  items,  outline  its  significance  for  income  tax  purposes: 

(4)  (a)  Associated  corporations 

(4)  (b)  Capital  dividend  account 

(4)  (c)  Cumulative  eligible  capital 

(3)  (d)  Non-qualifying  business 

(3)  (e)  Earned  income 

(3)  (0  Pre-1972  capital  surplus  on  hand 

(4)  (g)  Refundable  dividend  tax  on  hand 


30  Q.  4  Cotton  Clothing  is  a  retailer  of  children’s  clothing  operating  since  1975  in  Calgary,  Alberta. 

The  business  was  conducted  by  a  partnership  with  Mr.  and  Mrs.  Cotton  having  70%  and  30%> 
interest  respectively.  They  both  contributed  their  share  of  the  capital  of  the  partnership  with 
their  own  funds  and  are  working  full  time  for  the  business.  The  profit/loss  sharing  formula  is 
compatible  with  their  contributed  capital  and  time  spent  in  the  business.  The  partnership  has  a 
June  30  year-end. 

The  income  statement  of  the  partnership  for  its  1980  fiscal  year  is  as  follows: 


Revenue 

Cost  of  goods  sold: 

Inventory  —  opening 
Purchases 

Inventory  —  closing 
Gross  profit 

Expenses: 

Salaries,  wages  and  benefits 
Rentals 

Utilities  and  telephone 

Advertising  and  promotion 

Interest  and  bank  charges 

Depreciation  and  amortization 

Travel 

Insurance 

General 

Donations  to  registered  charities 
Net  income 

Drawings: 

Mr.  Cotton 
Mrs.  Cotton 
Increase  in  capital 


$280,000 


$  30,000 
150,000 
180,000 

(25,000)  (155,000) 

125,000 


25,000 

12.000 

3,600 

2,000 

5,000 

2,000 

3,400 

2,500 

1,000 

1,000  (57,500) 

67,500 


20,000 

15,000  (35,000) 

$  32,500 
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Additional  information  on  the  above  income  statement  is  as  follows: 

(1)  The  opening  inventory  was  valued  at  cost  which  is  consistent  with  the  methods  used  in 
prior  years.  The  closing  inventory  in  1980  was  valued  at  fair  market  value  which  exceeded 
cost  by  $5,000. 

(2)  Mr.  and  Mrs.  Cotton  did  not  receive  any  salaries  from  the  partnership  as  they  considered 
themselves  as  owners  rather  than  as  employees.  The  maximum  contribution  to  the  Canada 
Pension  Plan  of  $472  each  for  self-employed  earnings  was  paid  by  the  partnership  and  was 
included  in  the  salaries,  wages  and  benefits  expenses. 

(3)  Beginning  in  the  1978  fiscal  year,  the  partnership  has  accrued  wages  payable  to  the 
children,  aged  19.  13  and  12  in  1980.  The  children  worked  in  the  shop  during  weekends 
ever  since  1978.  These  accrued  wages  have  not  yet  been  paid  as  at  December  31 ,  1980. 
The  accrued  wages  for  the  1978,  1979  and  1980  fiscal  years  of  the  partnership  were 
$5,000.  $7,000  and  $8,500  respectively. 

(4)  The  undepreciated  capital  cost  as  at  the  beginning  of  its  1980fiscalyearofthedepreciable 
properties  used  in  the  business  were  as  follows: 


Property 

Class 

UCC 

Original  cost 

Furniture  and  equip. 

8 

$12,000 

$20,000 

Delivery  truck 

10 

7,000 

10.000 

$19,000 

$30,000 

The  delivery  truck  was  always  available  to  Mr.  Cotton  for  his  personal  use.  However,  he 
did  not  use  it  other  than  for  the  clothing  business. 

The  partnership  has  incurred,  in  January,  1975,  expenditures  of  $14,000  for  leasehold 
improvements.  Under  the  terms  of  the  lease  of  the  shop,  the  lease  period  is  four  years, 
commencing  from  January  1,  1975,  with  three  options  to  renew  the  lease  for  three  years 
each.  On  January  1,  1979,  the  partnership  exercised  the  first  option. 

The  company  has  always  claimed  the  maximum  C.C.A. 

(5)  A  $1 ,200  premium  for  term  life  insurance  on  Mr.  Cotton  was  included  in  the  insurance 
expense. 


Continued 
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(6)  The  $1,000  donation  was  paid  by  Mrs.  Cotton,  and  the  couple  has  agreed  that  she  should 
be  responsible  for  this  expense. 

(7)  Payment  of  personal  gambling  debts  of$ll,000was  charged  to  the  salaries,  wages  and 
benefit  account. 

Mr.  Cotton’s  other  sources  of  income  for  1980  were  as  follows: 

(1)  Interest  of  $4,000  received  from  bank  term  deposits. 

(2)  Taxable  dividends  of  $5,000  received  from  taxable  Canadian  corporations. 

(3)  Disposal  of  1 ,000  shares  of  BEC  Ltd.,  a  taxable  Canadian  corporation,  on  September 
1 ,  1980,  for  proceeds  of  $  10,000,  net  of  commission  expense  of  $200.  Details  of  his 
purchases  of  shares  of  BEC  Ltd.: 


Date  of  Purchase 

No.  of  shares 

Cost 

June,  1977 

2,000 

$24,000 

Dec.,  1978 

1,000 

14,000 

Nov.,  1979 

500 

5,500 

3,500 

$43,500 

Mrs.  Cotton’s  other  sources  of  income  for  1980  were  as  follows: 

(1)  Taxable  capital  gains  of  $5,000  realized  on  disposition  of  shares  of  G  Ltd.  which  were 
given  to  her  as  a  birthday  gift  by  Mr.  Cotton  in  1969.  G  Ltd.  is  a  public  Canadian 
corporation  not  related  to  the  Cotton’s  family. 

(2)  Interest  of  $  1 ,000  received  on  Canada  Savings  Bonds  which  were  also  gifted  to  her  by  Mr. 
Cotton  in  1974. 

On  September  15,  1980,  Mrs.  Cotton  acquired  1 ,000  shares  of  BEC  Ltd.  at  a  cost  of  $1 1 ,000. 
During  1980,  Mrs.  Cotton  paid  $4,200  to  an  unrelated  person  who  is  over  21  years  of  age,  to 
look  after  the  children  while  she  was  at  work  in  the  shop. 

Required: 

Determine  the  1980  federal  income  tax  payable  by  Mr.  Cotton  and  by  Mrs.  Cotton. 


END  OF  EXAMINATION 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


INCOME  TAX  409  EXAMINATION 
JUNE,  1981 

EXAMINER'S  COMMENTS 


General 


The  candidates  demonstrated  in  this  examination  oflack  of  in-depth  knowledge  of  some  of  the  important  topics 
expected  from  a  professional  accountant. An  acute  inability  to  allocate  time  for  each  question  was  also  indicated. 


Specific 


Q.  any  candidates  did  not  know  the  different  tax  implications  with  respect  to  stock  option,  for  shares  of  a 

public  and  a  CCPC.  Many  treated  the  employment  benefit  as  a  capital  gain.  The  two  years  limitation, 
section  7(1.1),  was  generally  overlooked.  Many  did  not  consider  the  interest-free  loan  as  an  excluded 
loan  and,  as  such,  no  deemed  interest  benefit.  Overall,  this  question  was  poorly  done. 

Q.2  This  question  is  a  typical  corporate  tax  computation  question  and  yet  many  candidates  failed  to  consider 

the  dividend  refund,  refundable  dividend  tax  on  hand.  Part  IV  tax  and  refundable  portion  of  Part  I  tax. 
In  the  computation  of  refundable  portion  of  Part  I  tax,  the  factor  of  8  was  generally  replaced  incorrectly 
by  a  factor  of  4.  In  the  computation  of  cumulative  deduction  account,  the  factor  of  3/2  was  also 
incorrectly  replaced  by  a  factor  of  4/3.  Although  the  question  did  not  indicate  whether  or  not  the  shares 
of  BIK  Ltd.  held  by  Acme  Management  Ltd.  were  voting,  the  approaches  taken  of  the  candidates  based 
on  the  connected  and  non-connected  relationship  were  both  accepted.  It  is  most  disappointing  to  see 
that  quite  a  few  candidates  could  not  get  the  correct  taxable  income  amount.  This  question  was  done 
fairly  well  and  the  format  and  sequence  of  computation  demonstrated  by  many  candidates  were  quite 
impressive. 

Q.3  Many  candidates  spent  too  much  time  in  this  question.  Most  candidates  did  a  lot  of  dumping  and/or 

copying  of  lesson  materials  from  the  CCA  guide.  In  this  regard,  many  provided  the  definitions  of  the 
items  in  the  question  and  not  the  significance  of  the  items.  Marks  were  given  for  child  care  expense  in  the 
context  of  earned  income. 

Q.4  Some  candidates  treated  the  income  from  a  partnership  business  as  income  from  employment. 

Surprisingly,  inventory  allowance  was  missed  by  many.  However,  many  candidates  had  developed  a 
good  format  for  reconciling  income  to  income  from  a  business  for  income  tax  purposes.  Many  did  not 
attribute  the  interest  income  of  Mrs.  Cotton  to  her  husband.  The  superficial  loss  on  the  disposition  of  the 
shares  of  BEC  Ltd.  was  widely  overlooked.  Many  minor  items  were  not  handled  properly: 

—  child  care  expense  has  a  maximum  of  $2,000 

—  taxable  capital  gains  of  $5,000  was  halved  to  $2,500 

—  medical  and  donation  deduction  for  Mrs.  Cotton  was  taken  for  $1 ,000  and  the  standard  of  $100 

—  9%  federal  tax  reduction  has  a  maximum  of  $500  and  a  minimum  of  $200 

This  question  was  generally  well  done  for  those  candidates  who  had  allocated  adequate  amount  of  time. 


245 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 


20 


TAXATION  409  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 

Section 

Reference 


Q.  I  Tax  implications  to: 

(a)  Mr.  Young 

—  SinceALtd.  is  not  a  Canadian-controlled  private  corpora¬ 
tion,  the  special  rules  provided  under  Section  7(  1 . 1 )  are 
not  applicable.  Instead.  Mr.  Young  is  deemed  to  have 
received  an  employment  benefit,  with  respect  to  the  stock 
option  exercised,  equal  to: 

$17  x  10,000  $170,000 

$10  x  10,000  (100,0001 

(3)  Income  from  employment  $  70,000 


( 1 )  —  Mr  Young  could  purchase  an  Income-Averaging  Annui¬ 

ty  Contract  with  respect  to  the  employment  benefit  by 
virtue  of  the  stock  option. 

(2)  —  The  adjusted  cost  base  of  the  10.000  shares  acquired  will 

be  $170,000  ($100,000  +  $70,000) 

( 1 )  —  The  interest-free  loan  from  the  company  used  in  purchas¬ 

ing  shares  under  the  stock  option  plan  will  not  result  in  a 
deemed  benefit  because  the  loan  is  an  excluded  loan. 


(b)  Mr.  Old 

(2)  —  Since  B  Ltd.  is  a  Canadian-controlled  private  corporation 

and  it  is  always  dealing  at  arm's  length  with  Mr.  Old.  no 
deemed  employment  benefit  on  the  stock  options  exer¬ 
cised  will  be  resulted  .  provided  he  did  not  dispose  of  the 
shares  within  2  years  after  the  acquisition,  except  as  a 
consequence  of  his  death. 

(2)  —  No  tax  effects  on  Mr.  Old  in  1980  with  respect  to  option 

exercised. 

(2)  —  If  Mr.  Old  held  on  to  the  shares  for  over  two  years  after 

acquisition,  any  gains  resulting  from  subsequent  disposi¬ 
tions  will  be  considered  as  capital  gain.  That  is,  proceeds 
exceeding  the  adjusted  cost  base  and  selling  expense  will 
be  treated  as  capital  gain. 


7(1) 


61(2)<f) 

53(1)0) 

80.4(1  )(d) 
80.4(2)(a) 


7(1.1) 
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(2)  —  However,  if  Mr.  Old  did  not  hold  on  to  the  shares  for  two 

years,  he  will  be  deemed  to  have  received  an  employment 
benefit  equal  to  the  difference  between  the  FMV  at 
September  1 ,  1980  and  the  option  price  multiplied  by  the 
shares  disposed  of. 

(2)  —  The  deemed  employment  benefit  will  be  income  from 

employment  in  the  year  of  disposition  instead  of  1980. 

( 1 )  The  adjusted  cost  base  of  shares  acquired  under  the  stock 

option  will  be  increased  by  the  deemed  employment 
benefit. 

(1)  —  An  Income-Averaging  Annuity  Contract  could  be  purch¬ 

ased  for  capital  gains  realized  and  deemed  employment 
benefit. 

(1)  —  Interest-free  loan  from  the  company  used  in  purchasing 

shares  under  the  stock  option  plan  will  not  result  in 
deemed  benefit  because  the  loan  is  an  excluded  loan. 


25  Q.  2  ACME  MANAGEMENT  LTD. 


(a)  1980  income  for  income  tax  purposes  $75,000 

Deduct: 

Taxable  dividends  from  taxable 

(1)  Canadian  Corporations  (10,000) 

(1)  Charitable  donations  (2,000) 

$63,000 


(b)  Part  1  tax*: 

(!)  $63,000  x  46%  $28,980 

Deduct: 

Federal  tax  abatement: 

(!)  $63,000  x  10%  (6,300) 

Small  Business  deduction: 

(2)  $60,000  x  12%%  (7.600) 

Federal  political  contribution  tax  credit: 

(1)  $300  +  'A  ($750  -  $550)  (367) 

Part  1  tax  payable  $14,713 


7(1) 

7(1.2) 


53(l)(j) 

61(1)  &  (2) 

80.4(1  )(d) 
80.4(2)(a) 


127(3) 


*1980  temporary  surtax  was  excluded  for  purposes  of  this  examination. 
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Refundable  portion  of  Part  1  tax: 


$63,000 

$7,600  x  8  =  (  60,800) 

$  2,200 


(2)  %  (25%  X  $2,200) 

AML  and  BL 

Part  IV  tax: 

(2)  $10,000  X  14  = 

Refundable  dividend  tax  on  hand: 

(1)  Balance  —  beginning  of  year 

Add: 

Refundable  portion  of  Part  1  tax 
Part  IV  tax 


(2) 

Balance  —  end  of  year 

(1) 

Dividend  refund: 

$20,000  x  i/4  = 

$5,000 

RDTOH 

$2,867 

(1) 

Dividend  refund 

Federal  tax  payable  for  1980  taxation  year: 

Part  I  tax 
Part  IV  tax 

Dividend  refund 

(1) 


(c)  Cumulative  deduction  account: 


(1) 

Balance  —  beginning  of  year 
Add: 

Taxable  income 

$63,000 

(2) 

Less:  $550  x  4 

(2,200) 

Taxable  dividends  received 

Less: 

Part  IV  tax  on  dividends 

10,000 

received:  $2,500  X  4 

Deduct: 

Qualifying  taxable 

(10,000) 

dividends  paid 

Less: 

Dividends  refund 

20,000 

$2,867  x  4 

(11.468) 

(2) 

$  8,532 

(1) 

$8,532  x  3/2 

(1) 

Balance  —  end  of  year 

S409J81 


$367 

Not 

Connected  Connected 


$  2,500 

0 

$  0 

0 

367 
2,500 
$  2,867 

$  367 

0 

$  367 

$  2,867 

$  5,000 
$  367 
$  367 

$14,713 

2,500 

$17,213 

(2,867) 

$14,346 

$14,713 

0 

$14,713 

(367) 

$14,346 

$  0 

0 

60,800 

$10,000 

$60,800 

0 

60,800 

0 

$10,000  x  3  = 

15,000 

2  - 

$75,800 


20,000 

($367  x  4) 

$18,532 

(12,798)  $18,532  x  l  (27,798) 

$48,002  2  $48,002 
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(a)  Associated  corporations: 

(2)  —  Allocation  of  annual  business  limit  and  total  business 

limit  between  Canadian-controlled  private  corporations 
that  are  associated  for  purposes  of  small  business  deduc¬ 
tion. 


(2)  —  Election  by  private  corporation,  which  received  taxable 

dividends  from  controlled  but  not  associated  payer 
corporation,  to  pay  Part  IV  tax  so  that  cumulative  deduc¬ 
tion  account  will  not  increase. 

(b)  Capital  Dividend  account: 

(2)  —  Election  to  pay  dividends  from  the  capital  dividend 

account  could  be  made  by  private  corporation. 

(2)  —  Any  dividends  deemed  to  be  a  capital  dividend  from  the 

capital  dividend  account  would  be  tax  free  to  shareholders 
except  non-resident  shareholders. 


(c)  Cumulative  eligible  capital 

(2)  —  In  computing  income  from  a  business,  a  taxpayer  may 

claim  not  exceeding  10%  of  the  cumulative  eligible  capi¬ 
tal  in  respect  of  the  business  at  the  end  of  the  year. 

(2)  —  If  the  cumulative  eligible  capital  at  the  end  of  the  year  is 

negative,  such  an  amount  is  to  be  included  in  the 
taxpayer’s  income  from  that  business. 

(d)  Non-qualifying  business: 

(3)  —  Canadian-controlled  private  corporations  carrying  on 

non-qualifying  businesses  may  deduct  from  its  tax  oth¬ 
erwise  payable  under  Part  I,  12%%  of  the  income  qual¬ 
ified  for  small  business  deduction. 

(e)  Earned  income: 

(3)  —  Contributions  to  registered  retirement  savings  plans  under 

subsection  60( i )  are  restricted  to  20%  of  the  earned  income 
of  the  taxpayer  in  addition  to  the  maximum  amount 
limitation 

—  Amount  of  earned  income  affects  the  amount  of  claim  of 
child  care  expense  deduction  in  computing  income  for 
income  tax  purpose. 


256(1) 

247(1) 

125(3) 

1 86(  1  )(b.  1  )(ii) 
89(1  )(b) 

83(2)(a) 

83(2)(b) 
2 1 2(2)(b) 

14(5)(a) 

20(1  )(b) 

14(1) 

!25(6)(f) 

125(1.1) 
146(1  )(c) 

146(5) 

63(1) 

63(3)(b) 
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(f)  Pre-1972  capital  surplus  on  hand: 


88(2.1) 


(3)  —  Pre-1972  capital  surplus  on  hand  is  only  distributable  as 

part  of  the  final  liquidating  dividends  on  the  winding-up 
of  the  corporation  as  such  distribution  is  deemed  not  to  be 

a  dividend.  88(2)(b)(ii) 

(g)  Refundable  dividend  tax  on  hand:  129(3) 

(4)  —  A  private  corporation  will  be  entitled  to  dividend  refunds 

when  it  paid  taxable  dividends  to  its  shareholders  equal  to 
the  lesser  of: 

(i)  'A  of  all  taxable  dividends  paid,  and 

(ii)  its  refundable  dividend  tax  on  hand  at  the  end  of  the 

year.  129(1) 

30  Q.  4  MR.  &  MRS.  COTTON 

Reconciliation  of  partnership's  income  to  income  for  income  tax  purposes: 


(1) 

Income  per  income  statement 

Add: 

$67,500 

(1) 

Donations  to  registered  charities 

$  1,000 

(1) 

Insurance  premium  for  Mr.  Cotton 

1,200 

(1) 

Depreciation  and  amortization 

2,000 

(1) 

CPP  contributions  for  Mr.  and  Mrs.  Cotton  $472  x  2 

944 

(1) 

Unpaid  accrued  wages  of  1978 

5,000 

(1) 

Gambling  debt 

11,000 

21,144 

88,644 

Deduct: 

(3) 

Capital  cost  allowance  (Schedule  1) 

6,500 

0) 

Inventory  allowance:  $30,000  x  3% 

900 

(7,400) 

Income  from  business 

$81,244 

Mr.  Cotton  (70%  x  $81,244) 

$56,871 

Mrs.  Cotton  (30%  x  $81,244) 

24,373 

$81,244 

Mr.  Cotton 

Mrs.  Cotton 

(1) 

Income  from  business 

Income  from  properties: 

$56,871 

$24,373 

(1) 

Taxable  dividend  (grossed  up) 

7,500 

0 

0) 

Interest 

4.000 

0 

0) 

Interest  (attributed  from  spouse) 

1,000 

0 

69,371 

24,373 

0) 

Taxable  capital  gains 

0 

5,000 

(3) 

Allowable  capital  loss  (Schedule  2) 

0 

0 

69,371 

29,373 

Subdivision  deductions: 

(1) 

CPP  on  self-employed  earnings 

(472) 

(472) 

0) 

Child  care  expense  ($1 ,000  x  2) 

(2,000) 

Income  for  income  tax  purposes 

68,889 

26,901 

S409J81 
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Division  C  deductions: 

Personal  exemption 
(I)  Self 

(1)  Children  ($540  x  2)  +  ($990  x  I) 

(2)  Medical  and  donations 

(*)  Interest,  dividend  income  deduction 

Taxable  Income 

(1)  $11,306  +  36%  ($62,839  -  $43,344) 

$4,009  +  28%  ($22,011  -  $19,866) 

Federal  dividend  tax  credit: 

(1)  $7,500  x  25% 

(1)  Basic  federal  tax 

9%  of  basic  federal  tax  (  $500  max) 

(1)  Federal  tax  payable 


(2,890) 

(2,070) 

(100) 

(1,000) 

$62,829 


$18,321 


(1.875) 

16,446 

(500) 

$15,946 


Schedule  1.  C.C.A. 


Class 

U.C.C.  (beforeC.C.A.) 

Rate 

C.C.A. 

8 

$12,000 

20% 

$2,400 

10 

7,000 

30% 

2,100 

13 

4.000* 

$  2,000  per  yr. 

2,000 

$23,000 

$6,500 

*$14,000  -  ($14,000  X  1/7  x  5)  =  $4,000 


Schedule  2.  Disposal  of  shares  of  BEC  Ltd.  by  Mr.  Cotton 


Proceeds 

Deduct: 

Adjusted  cost  base: 
$43,500  x  1. 000 
3,500 


$12,429 


Selling  expense: 
Capital  loss: 


200 


(2,890) 

0 

(1,000) 

(1,000) 

$22,011 


$  4,610 

_ 0 

4,610 

415 

$  4,195 


$10,200 


(12,629) 

$(2,429) 


However.  Mrs.  Cotton  acquired  1 ,000  shares  of  BEC  Ltd.  within  30  days  after  Mr.  Cotton’s 
disposition  of  the  same  number  and  kind  of  shares.  This  capital  loss  of  $2,429  is  a  superficial 
loss  and,  therefore,  Mr.  Cotton’s  capital  loss  is  nil.  (Section  40(2)(g)(i).) 

The  adjusted  cost  base  of  the  1,000  shares  of  BEC  Ltd  acquired  by  Mrs.  Cotton  will  be 
adjusted  from  $1 1,000  to  $13,429  as  provided  under  section  53(1  )(f). 

100  END  OF  SOLUTIONS 
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AUDITING  417  EXAMINATION 
December,  1980 


Time:  3  Hours 

Q.  1  Canoe  Manufacturers  Ltd.,  one  of  your  clients,  deals  exclusively  with  a  small  number  of 
well-established  distributors  throughout  Canada.  On  December  31,  1980,  the  year  end, 
accounts  receivable  from  these  customers  amounted  to  $985,000  and  total  current  assets  were 
$1,543,000. 

During  the  course  of  your  audit,  you  delegated  one  of  your  staff  members  to  audit  the  accounts 
receivable.  At  the  completion  of  the  work,  the  staff  member  gives  you  the  following  as  the 
complete  work  he  performed  during  his  examination: 

(1)  Review  of  internal  control.  Accepted  by  him  and  yourself  to  be  extremely  good. 

(2)  Listing  of  Accounts  Receivable  subsidiary  ledger  which  was  agreed  with  the  control 
account. 

(3)  Listing  in  (2)  above  is  aged.  Some  accounts  are  considered  overdue. 

(4)  Examined  on  a  test  basis  the  detailed  accounting  records  covering  sales  and  cash  collec¬ 
tions.  Periods  tested  included  all  transactions  in  the  months  of  April,  July  and  November. 

(5)  Received  positive  confirmations  from  all  accounts. 

Required: 

List  five  (5)  procedures  which  you  would  add  to  those  performed  by  your  assistant. 

Q.  2  A  new  client,  Cross  Limited,  has  retained  you  to  audit  its  financial  statements  for  the  year 
ended  October  3 1,  1980.  On  February  I,  1980,  Cross  Limited  had  borrowed  $700.000 from 
Last  National  Bank  to  finance  plant  expansion.  The  long-term  note  agreement  provided  for  the 
annual  payment  of  principal  and  interest  over  five  years.  The  existing  plant  was  pledged  as 
security  for  the  loan. 

Because  of  unexpected  difficulties  in  acquiring  the  building  site,  the  plant  expansion  had  not 
begun  at  October  31 ,  1980.  To  derive  some  revenue  from  the  borrowed  funds,  management 
had  decided  to  invest  in  stocks  and  bonds,  and  on  March  15,  1980,  the  $700,000  had  been 
invested  in  marketable  securities. 

Required: 

(6)  (a)  How  will  you  verify  the  securities  owned  by  Cross  Limited  on  October  31,  1980? 

(1)  If  the  securities  are  held  in  the  hands  of  Cross  Limited. 

(2)  If  the  securities  are  held  in  the  hands  of  an  independent  custodian. 

(9)  (b)  In  your  audit  of  marketable  securities,  how  will  you: 

( 1 )  verify  the  dividend  and  interest  revenue  recorded ? 

(2)  determine  market  value? 

(3)  establish  the  authority  for  security  purchases? 
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10  Q.  3 

The  major  written  understandings  between  a  CGA  and  his  client,  in  connection  with  an 
examination  ot  financial  statements,  are  the  engagement  (arrangements)  letter  and  the  client's 
representation  letters. 

Required 

(5) 

(a)  (i)  What  are  the  objectives  ot  the  engagement  (arrangements)  letter? 

(ii)  W/hy  should  the  engagement  letter  be  renewed  periodically? 

(5) 

(b)  (i)  What  are  the  objectives  of  the  client's  representation  letter(s)? 

(ii)  Why  should  the  client's  representation  letters  be  prepared  for  each  examination? 

10  Q.  4 

\  ou  are  meeting  w  ith  executives  ot  Coogan  Cosmetics  Ltd.  to  arrange  your  firm's  engagement 
to  examine  the  Company's  financial  statements  for  the  year  ending  December  3 1 ,  1980.  One 
executive  suggested  that  the  audit  work  be  divided  among  three  audit  staff  members  in  order  to 
minimize  audit  time,  avoid  duplication  of  staff  effort  and  curtail  interference  with  company 
operations.  One  member  would  examine  asset  accounts,  a  second  would  examine  liability 
accounts  and  the  third  would  examine  income  and  expense  accounts. 

Advertising  is  the  Company's  largest  expense,  and  the  advertising  manager  further  suggested 
that  a  staff  member  of  your  firm  be  assigned  to  examine  the  Advertising  Expense  account. 
Fortunately,  one  of  your  staff  members  has  a  thorough  knowledge  of  the  rather  complex 
contract  between  Coogan  Cosmetics  Ltd.  and  the  advertising  agency  on  which  Coogan’s 
advertising  costs  are  based. 

Required: 

(4) 

(a)  To  what  extent  should  you  follow  your  client’s  suggestions  for  the  conduct  of  an  audit? 
Discuss,  explain  and  give  reasons  to  support  your  views. 

(6) 

(b)  List  and  discuss  six  reasons  why  audit  work  should  not  be  assigned  solely  according  to 
asset,  liability,  and  income  and  expense  categories. 

10  Q.  5 

Cranbrook  Ltd.  was  incorporated  June  15.  1980  with  authorized  share  capital  as  follows: 

Common.  Class  A.  40.000  shares  without  par  value 

Common.  Class  B.  200,000  shares  without  par  value 

The  share  capital  account  in  the  general  ledger  is  credited  with  only  one  item  during  the  year 
ended  November  30,  1980,  representing  shares  sold  for  cash,  as  follows: 

Class  A  12,000  shares 

Class  B  60.000  shares 

The  sum  of  open  certificate  stubs  in  the  share  certificate  books  at  November  30,  1980, 
indicates  that  82.000  shares  were  outstanding. 

Required: 

Give  five  different,  possible,  explanations  for  this  apparent  discrepancy. 

E4I7D80 
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15  Q.  6  Adherence  to  generally  accepted  auditing  standards  requires,  among  other  things,  a  proper 
study  and  evaluation  of  the  existing  internal  control.  The  most  common  approaches  to 
reviewing  the  system  of  internal  control  include  the  use  of  a  questionnaire,  preparation  of  a 
memorandum,  preparation  of  a  flow  chart,  and  combinations  of  these  methods. 

Required: 

Discuss  the  advantages  to  a  C.G.A.  of  reviewing  internal  control  by  using: 

(5)  (a)  An  internal  control  questionnaire. 

(5)  (b)  The  memorandum  approach. 

(5)  (c)  A  flow  chart. 


15  Q.  7  You  are  the  auditor  of  Calgary  Mfg.  Co.  Ltd.  engaged  in  the  annual  audit  for  the  year  ended 
November  30,  1980.  The  company  maintains  a  full  set  of  inventory  records  (subsidiary  and 
control)  in  the  factory,  while  a  controlling  account  is  also  kept  in  the  accounting  department. 
As  part  of  a  test  of  inventory  control,  you  examined  the  perpetual  inventory  records  of 
Stockroom  C  and  discovered  the  following  items: 


( 1 )  Receipts  of  materials  in  Stockroom  C,  entered  properly  in  factory  records  but  treated  by 
the  accounting  department  as  received  by  Stockroom  D,  totalled  $480. 

(2)  Correction  made  by  the  accounting  department  of  an  error  in  a  prior  year.  The  error  was  the 
recording  of  a  $1,600  withdrawal  of  materials  as  $1,060.  The  item  had  been  correctly 
entered  originally  in  the  factory  records. 

(3)  A  shortage  amounting  to  $90  in  issuing  C286  was  noted  and  entered  during  the  year 
on  the  factory  records,  but  this  information  had  not  been  transmitted  to  the  accounting 
department. 

(4)  An  inventory  at  November  30.  1979,  according  to  factory  records,  of  $22,000  in  Stock- 

room  C-  Receipts  of  $28,000  and  withdrawals  of  $26,000  during  the  year,  according  to 

the  records  of  the  accounting  department. 

Required: 

Prepare,  in  good  form,  a  working  paper  reconciling  the  accounting  department  records  with 
those  of  the  factory  in  regard  to  opening  inventory,  receipts,  and  withdrawals  of  materials  and 
ending  inventory  of  Stockroom  C  for  the  year  ended  November  30,  1980.  The  following 
column  format  must  be  used  : 

November  30,  1979  November  30,  1980 

Details  Inventory  Receipts  Withdrawals  Inventory 
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15  Q.  8 
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Select  the  best  answer  tor  each  ot  the  following  items.  Answer  each  of  these  items  in  your 
examination  booklet  by  giving  the  letter  of  your  choice.  For  example,  if  “b”  is  the  best  answer 
for  item  1 ,  write  I  "b  in  your  booklet.  Select  only  one  answer  for  each  item.  If  more  than  one 
answer  is  given,  that  item  will  not  be  marked.  Wrong  answers  will  be  graded  as  zero  and  no 
further  marks  will  be  deducted.  No  account  will  be  taken  of  any  explanations  you  offer. 

1.  A  C.G.A.  obtains  a  January  10  cutoff  bank  statement  directly  from  the  bank.  Very  few  of 
the  outstanding  cheques  listed  on  the  client’s  December  31  bank  reconciliation  cleared 
during  the  cutoff  period.  A  probable  cause  for  this  is  that  the  client: 

(a)  Has  overstated  its  year  end  bank  balance. 

(b)  Transmitted  cheques  to  payees  after  year  end. 

(c)  Is  engaged  in  lapping. 

(d)  Is  engaged  in  kiting. 

2.  A  C.G.A.  learns  that  a  client  has  paid  a  vendor  twice  for  the  same  shipment,  once  based 
upon  the  original  invoice  and  once  based  upon  the  monthly  statement.  A  control  procedure 
that  should  have  prevented  this  duplicate  payment  is: 

(a)  Prenumbering  of  disbursement  vouchers. 

(b)  Prenumbering  receiving  reports. 

(c)  Cancellation  of  all  paid  vouchers. 

(d)  Attaching  receiving  reports  to  the  disbursement  support. 

3.  For  good  internal  control,  the  monthly  bank  statements  should  be  reconciled  by  someone 
under  the  direction  of  the: 

(a)  Treasurer. 

(b)  Credit  Manager. 

(c)  Controller. 

(d)  Cashier. 

4.  Only  one  of  the  following  four  statements,  which  compare  confirmation  of  accounts 
payable  with  suppliers  and  confirmation  of  accounts  receivable  with  debtors,  is  true.  The 
true  statement  is  that: 

(a)  Confirmation  of  accounts  payable  with  suppliers  is  a  more  widely  accepted  auditing 
procedure  than  is  confirmation  of  accounts  receivable  with  debtors. 

(b)  It  is  less  likely  that  the  confirmation  request  sent  to  the  supplier  company  will  show 
the  amount  owed  to  it  than  that  the  request  sent  to  the  debtor  company  will  show  the 
amount  due  from  it. 

(c)  Statistical  sampling  techniques  are  more  widely  accepted  in  the  confirmation  of 
accounts  payable  than  in  the  confirmation  of  accounts  receivable. 

(d)  As  compared  to  the  confirmation  of  accounts  payable,  the  confirmation  of  accounts 
receivable  will  tend  to  emphasize  accounts  with  zero  balances  at  balance  sheet  date. 

5.  Clapper  Company’s  accounts  payable  clerk  has  a  brother  who  is  one  of  Clapper's  vendors. 
The  brother  will  often  invoice  Clapper  twice  for  the  same  delivery.  The  accounts  payable 
clerk  removes  the  receiving  report  for  the  first  invoice  from  the  paid  voucher  file  and  uses 
it  for  support  of  payment  for  the  duplicate  invoice.  The  most  effective  procedure  for 
preventing  this  activity  is  to: 

(a)  Cancel  vouchers  and  supporting  papers  when  payment  is  made. 

(b)  Use  dual  signatures  on  cheques. 

(c)  Mail  signed  cheques  without  allowing  them  to  be  returned  to  the  accounts  payable 
clerk. 

(d)  Use  prenumbered  receiving  reports. 
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6.  As  part  of  the  search  for  unrecorded  liabilities,  the  auditors  examine  invoices  and  accounts 
payable  vouchers.  In  general,  this  examination  may  be  limited  to: 

(a)  Unpaid  accounts  payable  vouchers  and  unvouched  invoices  on  hand  at  the  balance 
sheet  date. 

(b)  Invoices  received  through  the  last  day  of  field  work  (whether  or  not  accounts  payable 
vouchers  have  been  prepared),  but  must  include  all  invoices  of  any  amount  received 
during  this  period. 

(c)  Accounts  payable  vouchers  prepared  during  the  subsequent  period  and  unvouchered 
invoices  received  through  the  last  day  of  field  work  whose  dollar  values  exceed 
reasonable  amounts. 

(d)  A  reasonable  period  following  the  balance  sheet  date,  normally  the  same  period  used 
for  the  cutoff  bank  statement. 

7.  Even  though  an  expression  of  opinion  as  to  certain  identified  items  in  financial  statements 
tend  to  overshadow  or  contradict  a  denial  of  opinion  or  adverse  opinion,  it  is  still 
appropriate  for  a  C.G.A.  firm  to  issue: 

(a)  A  “subject  to"  opinion. 

(b)  An  “except  for"  opinion. 

(c)  An  unqualified  opinion. 

(d)  A  piecemeal  opinion. 

8.  It  is  less  likely  that  a  denial  of  opinion  would  be  issued  when  the  auditors  have  reservations 
arising  from: 

(a)  Lack  of  independence. 

(b)  Uncertainties. 

(c)  Inability  to  apply  necessary  auditing  procedures. 

(d)  Inadequate  internal  control. 

9.  For  which  of  the  following  accounting  changes  would  the  auditors'  report  normally  not 
contain  a  consistency  qualification? 

(a)  A  change  in  an  accounting  estimate. 

(b)  A  change  in  principle  properly  reported  by  restating  the  financial  statements  for  prior 
years. 

(c)  A  change  to  a  principle  required  by  a  new  C.I.C.A.  pronouncement. 

(d)  A  change  in  principle  which  does  not  result  in  non-comparable  statements  because  the 
previous  year's  statements  are  not  presented. 

10.  The  use  of  the  phrase  “subject  to’  in  an  auditors'  opinion  is  appropriate  when  the 
qualification  pertains  to: 

(a)  Inability  to  perform  an  essential  audit  procedure. 

(b)  Lack  of  consistency  with  the  preceding  year. 

(c)  Uncertainty  as  to  the  outcome  of  a  material  event. 

(d)  Non-adherence  to  generally  accepted  accounting  principles. 

(e)  None  of  the  above. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  417  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

1  lie  results  of  this  examination  were  not  quite  as  disappointing  as  the  previous  two  examinations  but  they  still  leave 
much  to  be  desired.  There  are  far  too  many  candidates  who  appear  ill-prepared  lor  almost  any  type  of  Auditing 
question,  and  the  majority  of  candidates  are  quite  incapable  of  preparing  an  adequate  working  paper.  The 
commonest  error  remains  the  failure  to  comply  with  the  specific  requirements  of  questions  which  stems  from  failure 
to  read  and  understand  the  question  before  attempting  an  answ  er. 

Q.  I  Candidates  appeared  to  be  well  prepared  lor  this  question  and  the  marks  achieved  as  a  consequence  were 

generally  high.  A  lew  candidates  misread  the  question  and  spent  most  of  their  time  reciting  procedures 
that  the  question  clearly  indicated  had  been  performed. 

All I  candidates  handled  tin’s  question  with  some  success.  Too  many  lost  marks  by  not  providing 
sufficient  detail  for  part  (a)(i).  Otherwise,  the  answers  showed  the  candidates  were  generally  well 
prepared  for  this  question. 

This  question  was  I  airly  well  answered.  However,  some  candidates  obviously  did  not  know  what  a  Letter 
ol  Representation  Irom  client  was.  Part  ( i )  of  (a)and  (b)  asks  lor  the  objectives  of  the  particular  letter,  but 
many  candidates  dwelt  at  length  on  the  contents  of  the  letters.  Otherwise. candidates  appeared  to  be 
generally  well  prepared  in  this  area. 

Q-4  Reasonably  well  done  although  many  candidates  did  not  connect  this  question  with  Generally 

Accepted  Auditing  Standards,  Ethical  Standards,  or  Independence. 

(b)  Not  well  done.  Several  candidates  produced  less  than  the  required  six  reasons  and  too  many 
produced  six  by  repeating  variations  on  the  same  theme,  e.g..  Balance  Sheet  items  are 
interrelated  with  Income  Statement  items. 

Q-5  Fairly  well  done  although  several  candidates  could  not  distinguish  between  authorized  and  issued 

shares.  Many  candidates  were  weak  in  their  understanding  ol  the  issuing  and  surrendering  of  share 
certificates. 

Q.6  The  majority  of  candidates  performed  poorly  in  Part  (b)  and  satisfactorily  in  Parts  (a)  and  (c).  Many 

candidates  produced  inadequate  answers  because  they  did  not  discuss  the  advantages  of  the  three 
approaches. 

Q  7  This  question  was  very  poorly  answered.  Difficulty  in  dealing  with  the  appropriate  adjustments  in  order 

to  reconcile  the  two  sets  ol  records  is  one  thing,  but  preparation  of  sloppy,  incomplete  and  barely 
understandable  working  papers  is  quite  another.  Meaningful,  detailed  headings,  and  complete, 
understandable  coding  and  indexing  are  not  optional  practice  for  the  professional  auditor,  and  were 
expected  as  an  integral  part  of  the  solution  to  this  question.  Many  marks  were  lost  as  a  result  of  lack  of 
attention  to  those  details  which  enable  an  auditor  to  communicate  the  results  of  his  work  and  facilitate 
subsequent  follow-up  studies  and  review.  Candidates,  generally,  were  not  competent  in  the  area  of 
working  paper  preparation. 

Q.8  Well  done  apart  from  Question  6.  X,  and  9. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  417  EXAMINATION 
December,  1980 

SUGGESTED  SOLUTIONS 


Marks  Time:  3  Hours 

10  Q.  1  Additional  procedures  to  be  employed:  (Five  required) 

(1)  Review  sales  cut-off  at  year  end  and  test  shipments  and  billings  prior  and  subsequent  to 
year  end  for  appropriate  timing  of  recording. 

(2)  Examine  collections  subsequent  to  year  end  to  determine  collectibility  of  receivables. 

(3)  Review  credit  standing  of  all  customers  by  review  of  financial  statements  or  credit  reports. 

(4)  Review  bad  debts  written  off  and  determine  adequacy  of  provision  for  bad  debts. 

(5)  Review  accounts  with  credit  manager  and  consider  in  relation  to  credit  limits  and  current 
credit  terms. 

(6)  Review  sales  contracts  with  distributors  for  return  privileges,  product  guarantees  or 
clauses  guaranteeing  minimum  sales  prices.  Determine  after  review  of  circumstances 

,  appropriate  accounting  treatment. 

(7)  Obtain  a  representation  letter  from  appropriate  officials  covering  receivables. 

(8)  Check  for  pledging  of  accounts  receivable. 

(9)  Reconcile  all  differences  from  positive  confirmation  to  client’s  records. 

( 10)  Compute  ratio  of  accounts  receivable  to  credit  sales  and  compare  with  prior  year’s  ratio. 

15  Q.  2 

(6)  (a)  The  securities  owned  by  Cross  Limited  can  be  verified  by  inspecting  them  on  October  3 1 , 

1980,  at  the  same  time  that  the  cash  on  hand  at  the  year  end  is  counted. 

As  part  of  the  inspection,  note  the  following  for  comparison  with  the  accounting  records: 

Serial  numbers,  name  of  issuer,  face  value,  par  value,  and  quantities  represented  by  each 
certificate,  name  in  which  registered  (should  be  Cross  Limited),  interest  dates  and 
dividend  rates,  if  any. 

If  the  securities  were  in  the  hands  of  an  independent  custodian  and  not  available  for 
inspection  at  audit  date,  a  confirmation  from  the  custodian  which  identified  the  securities 
and  ownership  thereof  at  October  31,  1980  would  be  satisfactory. 

(9)  (b)  ( 1 )  The  dividend  revenue  should  be  verified  by  comparing  the  revenue  as  recorded  to  an 

independent  source,  i.e.,  a  newspaper,  dividend  record,  etc.  Bond  interest  revenue 
may  be  verified  by  computation. 

(2)  Market  value  can  be  determined  by  reference  to  independent  sources  such  as  newspap¬ 
ers.  In  cases  where  there  is  no  ready  market,  estimates  may  be  based  on  the  best 
information  available.  (A  recent  sale  would  be  regarded  as  best.) 

(3)  Authority  for  securities  purchases  could  be  established  by  reading: 


(a)  The  document  containing  the  authorization,  such  as  Directors'  Minutes. 

(b)  The  loan  agreement  with  the  bank.  Permission  from  the  bank  may  be  required  to 
invest  loan  proceeds  in  securities. 
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(5) 


S417D80 


(a)  (i)  The  objectives  of  the  engagement  letter  are  to: 

—  Make  sure  that  the  CGA  and  his  client  are  in  agreement  as  to  the  nature  of  the 
engagement. 

—  Inform  the  client  about  the  scope  of  the  CGA's  work  and  what  may  be  expected  to 
result. 

—  Provide  a  written  record  of  the  responsibilities  assumed  by  the  CGA  and  those 
retained  by  the  client.  (This  understanding  protects  both  the  CGA  and  his  client.) 

(ii)  Obviously,  the  engagement  letter  will  be  most  useful  in  clarifying  misunderstandings 
on  a  first  engagement.  But  it  is  desirable  that  the  letter  be  renewed  periodically.  Client 
personnel  or  the  nature  of  the  engagement  may  change,  and  the  resubmission  of  the 
letter  gives  both  parties  an  opportunity  to  review  the  circumstances.  Accordingly,  for 
recurring  examinations  of  financial  statements,  it  is  appropriate  to  prepare  an  engage¬ 
ment  letter  at  the  start  of  each  examination.  For  other  continuing  engagements,  the 
engagement  letter  also  should  be  updated  periodically  —  probably  on  a  yearly  basis. 

(b)  (i)  The  objectives  of  the  client's  representation  letter  are  to: 

—  Provide  written  documentation  for  the  client's  replies  to  inquiries  made  by  the 
CGA  in  the  course  of  his  examination  of  the  client's  financial  statements.  This  is 
particularly  important  for  information  that  is  not  shown  in  the  accounting  records  or 
might  not  otherwise  be  discovered. 

—  Avoid  misunderstandings  as  to  client  representations  and  force  the  client  to 
consider  the  correctness  of  his  representations. 

—  Remind  the  client  of  his  primary  responsibility  for  the  financial  statements. 

—  Complement  (rather  than  substitute  for)  the  CGA’s  examination  of  the  financial 
statements. 

(ii)  Client  representation  letters  are  evidential  matter  supporting  the  auditor’s  opinion. 
Accordingly,  they  should  be  prepared  for  each  succeeding  examination  of  financial 
statements.  If  the  auditor's  report  is  updated,  he  should  obtain  from  the  client  an 
additional  representation  to  events  occurring  subsequent  to  the  date  of  his  previous 
report. 
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(a)  The  C.G.  A.’s  professional  status  and  reputation  will  not  permit  him  to  follow  his  client’s 
suggestions  regarding  the  conduct  of  an  audit  unless  the  suggestions  are  of  such  a  nature 
that  they  clearly  do  not  conflict  with  his  professional  competence,  judgment,  honesty, 
independence,  and  ethical  standards. 

The  C.G.  A. .  in  considering  a  client's  suggestions,  must  bear  in  mind  that  he  is  responsible 
for  his  opinion  on  the  financial  statements  because  they  are  the  representations  of  the 
client. 

Where  there  is  no  disagreement  as  to  the  results  to  be  accomplished  and  the  client’s 
suggestion  represents  a  different  idea  as  to  the  method  of  accomplishment,  the  C.G.  A. 
should  use  his  technical  training,  proficiency  and  professional  attitude  in  weighing  the 
advantage  he  sees  in  his  method  against  good  client  relationship  and  convenience  for  the 
client. 

In  making  his  audit,  the  C.G. A.  must  never  agree  to  any  arrangement  which  violates 
generally  accepted  auditing  standards  or  the  Code  of  Ethics,  but  as  a  practical  matter  he 
will  sometimes  find  it  desirable  or  necessary  to  proceed  in  a  manner  which  he  does  not 
believe  the  most  comfortable,  convenient  or  efficient. 

(b)  The  reasons  against  dividing  the  assignment  of  audit  work  solely  according  to  assets, 
liabilities,  and  income  and  expenses  include  the  following: 

(Six  required) 

1 .  Work  should  be  assigned  to  staff  members  by  considering  the  degree  of  difficulty  in 
relation  to  the  technical  competence  and  experience  of  individual  staff  members. 

2.  Sequence  of  work  performed  on  an  examination  should  be  in  accordance  with  an 
overall  audit  plan. 

3.  It  is  impossible  to  segregate  work  areas  by  major  captions,  because  often  a  close 
relationship  exists  among  a  number  of  accounts  in  more  than  one  category;  for 
example,  where  income  is  based  on  assets  or  expense  is  based  on  liabilities. 

4.  Often  a  single  audit  working  paper  is  desirable  to  substantiate  balances  in  accounts  of 
various  types,  such  as,  an  insurance  analysis  supporting  premium  disbursements,  the 
expense  portion,  and  the  prepaid  balance. 

5.  Duplication  of  staff  effort  would  more  likely  occur  if  assignments  were  made  on  such  a 
basis. 

6.  Frequently  the  scope  of  work  regarding  a  single  account  requires  simultaneous 
participation  by  the  staff,  such  as  in  the  observation  of  inventories. 

7.  Many  audit  operations  are  not  susceptible  to  division  by  category,  as,  for  example, 
evaluating  internal  control,  testing  transactions  and  writing  the  report. 

8.  The  suggested  three  way  split  will  usually  not  result  in  an  approximately  equal 
allocation  of  audit  hours,  since  the  examination  of  assets  is  usually  the  most  time 
consuming. 
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Possible  explanations  for  the  apparent  discrepancy.  (5  required) 

I  Certificates  may  have  been  surrendered  in  exchange  for  others  without  attaching  the 
surrendered  certificates  to  the  stubs  in  the  stock  certificate  books. 

2.  The  excess  certificates  may  have  been  issued  under  proper  authority  for  services  or  for 
property  and  not  recorded  in  the  general  ledger. 

3.  Certificates  may  have  been  issued  improperly  in  exchange  for  cash,  services,  or  property, 
or  without  consideration.  The  impropriety  might  result  from  oversight  or  fraudulent  design. 

4.  The  error  may  have  occurred  because  an  item  which  should  have  been  posted  to  the  share 
capital  account  was  not.  in  fact,  so  posted. 

5.  An  error  may  have  occurred  in  entering  on  a  certificate  stub  the  number  of  shares  issued. 

6.  Additional  shares  may  have  been  issued  near  the  year  end  of  November  30.  1980,  but  the 
proceeds  were  not  recorded  until  December  1980. 

7.  An  error  could  have  been  made  in  totalling  the  open  certificate  stubs. 


(a)  One  advantage  of  the  internal  control  questionnaire  is  the  facility  with  which  it  can  be 
completed.  If  the  questions  have  been  predetermined,  as  is  usual,  the  auditor’s  responsibil¬ 
ity  includes  the  completion  of  the  questionnaire  with  yes-or-no  answers,  and  written 
explanations  are  required  only  for  the  "no"  or  unfavourable  answers. 

Another  advantage  is  that  better  assurance  of  complete  coverage  is  provided  by  the 
comprehensive  list  of  questions. 

The  questionnaire  minimizes  the  possibility  of  overlooking  important  aspects  of  internal 
control . 

(b)  An  advantage  to  the  C.G.A.  of  the  memorandum  approach  in  reviewing  internal  control  is 
that  the  memorandum  is  designed  to  explain  the  precise  controls  applicable  to  each 
examination.  In  this  sense,  the  memorandum  tends  to  be  tailor-made  for  each  engagement 
and  thus  offers  flexibility  in  its  design  and  application. 

A  second  advantage  is  that  its  preparation  normally  requires  a  penetrating  analysis  of  the 
client's  system  of  checks  and  balances. 

In  requiring  a  written  description  of  the  flow  of  transactions,  records  maintained,  and  the 
division  of  responsibilities,  the  memorandum  method  minimizes  the  tendency  to  perform  a 
perfunctory  review. 

(c)  The  use  of  a  flow  chart  in  the  study  of  internal  control  offers  the  advantage  of  a  graphic 
presentation  of  a  system  ora  series  of  sequential  processes.  It  shows  the  steps  required  and 
the  flow  of  forms  or  other  documents  from  person  to  person  in  carrying  out  the  function 
depicted.  Thus,  the  tendency  to  overlook  the  controls  existing  between  functions  or 
departments  is  minimized. 

Another  advantage  is  that  the  flow  chart  method  avoids  the  detailed  study  of  written 
descriptions  and  procedures  without  sacrificing  the  C.G.A.'s  ability  to  appraise  the 
effectiveness  of  internal  controls  under  review. 

The  use  of  a  flow  chart  is  particularly  useful  in  the  evaluation  of  electronic  data  processing 
systems. 
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H  -  6 
J.F.K. 

December  18,  1980 


Calgary  Mfg.  Co.  Ltd. 

Stockroom  C 

Reconciliation  of  Accounting  Department 
and  Factory  Inventory  Records 
November  30,  1980 

November  30,  1979  November  30,  1980 


Details 

Inventory 

Receipts 

Withdrawals 

Inventory 

Per  Accounting 
Department 

22,540 

28.000 

(26.000) 

24.540 

Receipts  properly 
entered  by  factory, 
but  incorrectly 
entered  by 

accounting  department 
as  Stockroom  D 

480 

480 

Correction  by 
accounting  department 
of  error  of  prior 
year.  $1,600 
withdrawal  had  been 
entered  as  $1,060. 
Correction  of 
$540  entered  in 
current  year 

(540) 

540 

Shortage  of 

Item  C286  entered 
in  factory  records 
but  not  entered 
by  accounting 
department 

(90) 

(90) 

Per  Factory 

22.000 

28.480 

(25.550) 

24.930 

15  Q.  8  1.  b 

2.  d 

3.  c 

4.  b 

5.  a 

6.  c 

7.  d 

8.  b 

9.  a 

10.  c 


END  OF  SOLUTIONS 


S417D80  Page  5  of  5 


262 


MARKS 

15 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

AUDITING  417  EXAMINATION 
MARCH,  1981 


TIME:  3  HOURS 

Dartmouth  Ltd.  had  poor  internal  control  over  its  cash  transactions.  Facts  about  its  cash 
position  at  February  28,  1981,  were  as  follows: 

The  accounting  records  showed  a  balance  of  $37,803.24,  which  includes  undeposited 
receipts.  A  credit  of  $200  (addition  error  on  deposit)  on  the  Bank’s  records  did  not 
appear  in  the  accounting  records  of  the  company.  The  balance  per  bank  statement  was 
$31,100.  Outstanding  cheques  were:  No.  62  for  $232.50,No.  183  for  $300.00,  No.  284 
for  $506.50,  No.  8621  for  $381.42,  No.  8623  for  $413.60,  No.  8632  for  $290.56. 

The  cashier  abstracted  all  undeposited  receipts  except  for  $7,588.82  and  prepared  the 
following  reconciliation: 


Balance  per  books,  February  28,  1981  $37,803.24 

Add:  Outstanding  cheques: 


8621 

$381.42 

8623 

413.60 

8632 

290.56 

885.58 

38,688.82 

Deduct:  Undeposited  receipts 

7,588.82 

Balance  per  bank,  February  28,  1981 

31,100.00 

Deduct:  Unrecorded  credit 

200.00 

True  cash,  February  28,  1981 

$30,900.00 

REQUIRED: 

(10)  (a)  Prepare,  in  good  form,  a  working  paper  showing  how  much  the  cashier  abstracted. 

(Note:  Marks  are  available  for  conforming  to  current  professional  standards  of 
working  paper  presentation.) 

(5)  (b)  List  the  methods  used  by  the  cashier  to  conceal  the  theft  and  show  the  amount 

concealed  by  each  method. 

Q.2  List  five  (5)  types  of  documents  generally  found  in  a  permanent  file.  Explain  why  each  of  the 
types  you  have  listed  has  audit  significance.  Organize  your  answer  as  follows: 


Type  of  Document 

Audit  Significance 

Note:  If  more  than  five  types  are  listed,  only 

the  first  five  will  be  marked. 
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10  Q.3 

Nearly  every  thorough  physical  inventory  of  plant  and  equipment  reveals  missing  units  or 
property;  units  disposed  of  without  a  corresponding  reduction  of  the  accounts. 

REQUIRED: 

List  five  (5)  substantive  tests  that  the  auditors  employ  that  might  detect  unrecorded 
retirements  of  property,  plant  and  equipment,  in  the  audit  of  a  manufacturing  company. 

Note:  If  more  than  five  substantive  tests  are  listed,  only  the  first  five  will  be  marked. 

15  Q.4 

Diligent  Trading  Co.,  a  client  of  your  CGA  firm,  has  requested  your  advice  on  the  following 
problem:  It  has  three  clerical  employees  who  must  perform  the  following  functions: 

1.  Maintain  general  ledger. 

2.  Maintain  accounts  payable  ledger. 

3.  Maintain  accounts  receivable  ledger. 

4.  Maintain  cash  disbursements  journal  and  prepare  cheques  for 
signature. 

5.  Issue  credit  memos  on  sales  returns  and  allowances. 

6.  Reconcile  the  bank  account. 

7.  Handle  and  deposit  cash  receipts. 

REQUIRED: 

Assuming  that  there  is  no  problem  as  to  the  ability  of  any  of  the  employees,  the  company 
requests  your  advice  on  assigning  the  above  functions  to  the  three  employees  in  such  a 
manner  as  to  achieve  the  highest  degree  of  internal  control.  It  may  be  assumed  that  these 
employees  will  perform  no  other  accounting  function  than  the  ones  listed,  and  that  any 
accounting  functions  not  listed  will  be  performed  by  persons  other  than  these  three 
employees. 

(8) 

(a)  List  four  possible  unsatisfactory  combinations  of  the  above-listed  functions. 

Note:  If  more  than  four  combinations  are  listed,  only  the  first  four  will  be  marked. 

(7) 

(b)  State  how  you  would  recommend  distributing  the  above  functions  among  the  three 
employees.  Assume  that,  with  the  exception  of  the  nominal  jobs  of  the  bank 
reconciliation  and  the  issuance  of  credits  on  returns  and  allowances,  all  functions 
require  an  equal  amount  of  time. 

15  Q.5 

Internal  auditing  is  a  staff  function  found  in  virtually  every  large  corporation.  The  internal 
audit  function  is  also  performed  in  many  smaller  companies  as  a  part-time  activity  of 
individuals  who  may  or  may  not  be  called  internal  auditors.  The  differences  between  the 
audits  by  independent  auditors  and  the  work  of  internal  auditors  are  more  basic  than  is 
generally  recognized.  In  conducting  their  audit,  the  independent  auditors  must  evaluate  the 
work  of  the  internal  auditors. 

REQUIRED: 

(3) 

(a)  Discuss  briefly  the  reason  for  this  evaluation. 

(12) 

(b)  List  the  auditing  procedures  used  by  the  independent  auditors  in  evaluating  the  work 
of  the  internal  auditors. 
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Q.  tligent  Manufacturing  Co.  Ltd.  is  a  large  corporation  with  a  March  31  year  end. 
Operations  are  continuous,  seven  days  a  week,  and  twenty-four  hours  a  day  without 
interruption.  Raw  materials  used  in  production  are  brought  from  different  locations  in  the 
country. 

As  Part  of  the  aud,t  staff  working  on  the  year  end  audit,  you  have  been  assigned  the 
verification  of  cut  off  procedures  for  trade  accounts  payable. 

REQUIRED: 

List  the  audit  procedures  you  will  use  to  ensure  that  all  trade  accounts  payable  have  been 
recorded. 

10  Q.7 

(4)  (a)  Errors  and  defalcations  in  Accounts  Receivable  can  occur  by  erroneous  or 

manipulative  entries  involving  other  General  Ledger  accounts.  For  this  reason,  audit 
procedures  involving  other  Balance  Sheet  and  Income  Statement  Accounts  should 
always  be  done  as  at  the  confirmation  date  of  Accounts  Receivable  so  that  the  auditor 
is  satisfied  there  is  no  possibility  of  cross  concealment. 

REQUIRED: 

List  four  (4)  audit  procedures  that  may  be  undertaken  in  conjunction  with  the 
confirmation  of  Accounts  Receivable. 

(6)  (b)  The  key  point  in  selecting  individual  Accounts  Receivable  for  confirmation  is  that  the 

items  selected  should  be  representative  of  the  population.  In  addition,  special 
consideration  should  be  given  to  confirming  accounts  which  appear  to  be  abnormal, 
since  abnormalities  may  indicate  situations  which  would  permit  errors  or  other 
discrepancies  to  occur. 

REQUIRED: 

List  six  (6)  types  of  Accounts  Receivable  which  you  may  specifically  select  because  of 
their  nature. 

Note:  If  more  than  four  procedures  are  listed  in  (a)  and/or  more  than  six  types  are 
listed  in  (b),  only  the  first  four  and/ or  six  items  will  be  marked. 
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Q.B  Select  the  best  answer  for  each  of  the  following  items.  Answer  each  of  these  items  in  your 
examination  booklet  by  giving  the  letter  of  your  choice.  For  example,  if  (b)  is  the  best  answer 
for  Item  1,  write  1(b)  in  your  booklet.  Select  only  one  answer  for  each  item.  If  more  than  one 
answer  is  given,  that  item  will  not  be  marked.  Wrong  answers  will  be  graded  as  zero  and  no 
further  marks  will  be  deducted.  No  account  will  be  taken  of  any  explanations  you  offer. 

1 .  Which  of  the  following  best  describes  the  independent  auditor’s  approach  to  obtaining 
satisfaction  concerning  depreciation  expense  in  the  income  statement? 

(a)  Verify  the  mathematical  accuracy  of  the  amounts  charged  to  income  as  a  result  of 
depreciation  expense. 

(b)  Determine  the  method  for  computing  depreciation  expense  and  ascertain  that  it  is 
in  accordance  with  generally  accepted  accounting  principles. 

(c)  Reconcile  the  amount  of  depreciation  expense  to  those  amounts  credited  to 
accumulated  depreciation  accounts. 

(d)  Establish  the  basis  for  depreciable  assets  and  verify  depreciation  expense. 

2.  Which  of  the  following  best  describes  the  primary  purpose  of  audit  programme 
procedures? 

(a)  To  detect  errors  or  irregularities. 

(b)  To  comply  with  generally  accepted  accounting  principles. 

(c)  To  gather  corroborative  evidence. 

(d)  To  verify  the  accuracy  of  account  balances. 

3.  An  auditor  decides  that  it  is  important  and  necessary  to  observe  a  client’s  distribution 
of  payroll  cheques  on  a  particular  audit.  The  client  organization  is  so  large  that  the 
auditor  cannot  conveniently  observe  the  distribution  of  the  entire  payroll.  In  these 
circumstances,  which  oFthe  following  is  most  acceptable  to  the  auditor? 

(a)  Observation  should  be  limited  to  one  or  more  selected  departments. 

(b)  Observation  should  be  made  for  all  departments  regardless  of  the  inconvenience. 

(c)  Observation  should  be  eliminated  and  other  alternative  auditing  procedures 
should  be  utilized  to  obtain  satisfaction. 

(d)  Observation  should  be  limited  to  those  departments  where  employees  are  readily 
available.  - 

4.  The  auditor’s  judgment  concerning  the  overall  fairness  of  the  presentation  of  financial 
position,  results  of  operations,  and  changes  in  financial  position  is  applied  within  the 
framework  of: 

(a)  Quality  control. 

(b)  Generally  accepted  auditing  standards  which  include  the  concept  of  materiality. 

(c)  The  auditor’s  evaluation  of  the  audited  company’s  internal  control. 

(d)  Generally  accepted  accounting  principles. 

5.  The  general  standard  requires  that  a  person  or  persons  have  adequate  technical 
training  and  proficiency  in  auditing.  This  standard  is  met  by: 

(a)  An  understanding  of  the  field  of  business  and  finance. 

(b)  Education  and  experience  in  the  field  of  auditing. 

(c)  Continuing  professional  education. 

(d)  A  thorough  knowledge  of  the  Generally  Accepted  Auditing  Standards. 
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6.  Which  of  the  following  statements  best  describes  the  auditor’s  responsibility  regarding 

the  detection  of  fraud?  e 

(a)  The  auditor  is  responsible  for  the  failure  to  detect  fraud  only  when  such  failure 
clearly  results  from  nonperformance  of  audit  procedures  specifically  described  in 
the  engagement  letter. 

(b)  The  auditor  must  extend  auditing  procedures  to  actively  search  for  evidence  of 
fraud  in  all  situations. 

(c)  The  auditor  must  extend  auditing  procedures  to  actively  search  for  evidence  of 
fraud  where  the  examination  indicates  that  fraud  may  exist. 

(d)  The  auditor  is  responsible  for  the  failure  to  detect  fraud  only  when  an  unqualified 
opinion  is  issued. 

7.  Which  of  the  following  ultimately  determines  the  specific  audit  procedures  necessary 
to  provide  an  independent  auditor  with  a  reasonable  basis  for  the  expression  of  an 
opinion? 

(a)  The  audit  programme. 

(b)  The  auditor’s  judgment. 

(c)  Generally  Accepted  Auditing  Standards. 

(d)  The  auditor's  working  papers. 

8.  The  primary  reason  for  preparing  a  reconciliation  between  interest-bearing 
obligations  outstanding  during  the  year  and  interest  expense  presented  in  the  financial 
statements,  is  to: 

(a)  Evaluate  internal  control  over  securities. 

(b)  Determine  the  validity  of  prepaid  interest  expense. 

(c)  Ascertain  the  reasonableness  of  imputed  interest. 

(d)  Detect  unrecorded  liabilities. 

9.  Which  of  the  following  is  mandatory  if  the  auditor  is  to  comply  with  Generally 
Accepted  Auditing  Standards? 

(a)  Possession  by  the  auditor  of  adequate  technical  training. 

(b)  Use  of  analytical  review  on  audit  engagements. 

(c)  Use  of  statistical  sampling  whenever  feasible  on  an  audit  engagement. 

(d)  Confirmation  by  the  auditor  of  material  accounts  receivable  balances. 

10.  Which  of  the  following  best  describes  what  is  meant  by  Generally  Accepted  Auditing 
Standards? 

(a)  Acts  to  be  performed  by  the  auditor. 

(b)  Measures  of  the  quality  of  the  auditor’s  performance. 

(c)  Procedures  to  be  used  to  gather  evidence  to  support  financial  statements. 

(d)  Audit  objectives  generally  determined  on  audit  engagements. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  417  EXAMINATION 
MARCH,  1981 
EXAMINER  S  COMMENTS 


General 

The  majority  of  the  candidates’answers  to  this  examination  were  of  much  higher  standard  than  in  the  three  previous 

examinations.  As  a  consequence  the  marks  awarded  were  higher  and  the  overall  performance  was  satisfactory. 

Specific 

Q.  1  The  point  that  a  great  many  candidates  had  trouble  with  was  in  not  providing  headings,  or  satisfactory 

headings,  on  their  working  papers.  Another  problem  area  was  in  the  treatment  of  the  figure  for  ‘cash 
abstracted  by  the  cashier’.  This  amount  should  have  been  the  bottom  line  figure  but  very  often  it  was  not. 
There  were  numerous  occasions  where  the  figure  itself  was  incorrect.  The  answers  to  Part  (b)  often  bore 
no  relation  to  the  calculations  that  appeared  in  the  working  papers  in  Part  (a).  Finally,  many  answers  did 
not  properly  calculate  the  amounts  for  the  ‘adjusted  cash  balance’  and  ‘cash  which  should  have  been  on 
hand’.  Marks  were  lost  as  a  result. 

Q.2  Overall,  this  question  was  not  answered  well.  Most  candidates  were  able  to  identify  only  two  or  three 

types  of  documents  that  should  be  included  in  a  permanent  file  and  simply  guessed  at  the  rest.  In 
addition,  too  many  marks  were  lost  for  inadequate  explanations  of  why  the  items  had  audit  significance. 

Q.3  This  should  have  been  an  easy  question.  There  are  at  least  ten  possible  answers  and  only  five  were 

required.  Many  candidates  failed  because  they  used  inappropriate  or  unrelated  information. 

Q.4  On  the  whole,  marks  were  high  on  this  question.  There  was  some  misinterpretation  of  Part  (a)  in  that  a 

number  of  candidates  divided  the  seven  functions  amongst  three  employees  in  four  different  ways,  all 
deemed  to  be  ‘unsatisfactory’.  Obviously,  in  the  majority  of  these  cases  some  of  the  combinations  (i.e. 
pairs)  were  satisfactory.  Part  marks  were  granted  to  candidates  who  misinterpreted  Part  (a)  with 
indications  of  unsatisfactory  pairings  of  functions.  Some  alternate  combinations  were  accepted  in  Part 
(b)  and  results  were  quite  high  as  a  consequence.  Referring  to  functions  by  the  numbers  indicated  in  the 
question  was  perfectly  acceptable. 

Q.5  The  marks  were  generally  good,  however,  some  candidates  interpreted  the  requirement  of  Part  (a) 

“Discuss  briefly’’  as  meaning  that  a  very  detailed  answer  on  the  significance  or  rationale  of  internal 
auditing  was  required.  In  Part  (b)  some  candidates  identified  only  one  procedure  with  excessive 
supporting  explanations  and  details. 

Q.6  Not  well  done.  The  majority  of  candidates  ignored  internal  control  and  the  verification  of  cut-off  which 

were  the  two  main  requirements  for  an  adequate  answer. 

Q.7  Part  (b)  of  the  question  was  generally  well  answered  by  most  candidates.  However,  many  candidates  did 

very  poorly  on  Part  (a)  because  they  dealt  with  the  procedure  of  confirming  Accounts  Receivable  rather 
than  other  audit  procedures  which  should  be  undertaken  at  the  confirmation  date. 

Q.8  Well  done. 
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AUDITING  417  EXAMINATION 
MARCH,  1981 

SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


15 


Q  1 

(10)  (a) 

DARTMOUTH  LTD.  E-3 

COMPUTATION  OF  AMOUNT  ABSTRACTED  BY  CASHIER  I.M.A. 

FEBRUARY  28,  1981  March  25,  1981 


Cash  Balance,  per  ledger  Feb.  28,  1981 
Add:  Credit  by  Bank 

Adjusted  cash  balance  (on  hand  and  in  bank) 

Deduct  adjusted  bank  balance: 

Bank  balance  February  28,  1981  $  31,100.00 

Deduct  outstanding  cheques: 


62 

$232.50 

183 

300.00 

284 

506.50 

8621 

381.42 

8623 

413.60 

8632 

290.56 

$  37,803.24 
200.00 
$  38,003.24 


28,975.42 


Cash  which  should  be  on  hand 
for  deposit 

Cash  reported  as  undeposited 
receipts 

Amount  of  cash  abstracted 


$  9,027.82 

7,588.82 
$  1,439.00 


(5)  (b)  The  cashier  attempted  to  conceal  the  theft  by: 

(1)  Not  listing  all  outstanding  cheques: 


Omitted  cheques  62 

$  232.50 

183 

300.00 

284 

506.50 

$  1,039.00 

(2) 

Underfooting  outstanding  cheques 
shown  on  reconciliation  by: 

200.00 

(3) 

Deducting  an  item  from  the  bank 
balance  that  should  be  added  to  the 
ledger  balance: 

200.00 

Amount  Abstracted  $  1,439.00 
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TYPE  OF  DOCUMENT 

AUDIT  SIGNIFICANCE 

(1) 

Letters  patent,  memorandum  of 
association. 

Describe  the  activities  of  the  company. 

(2) 

Authorized  share  capital 

Share  structure  of  the  company. 

(3) 

Director’s  minutes 

Shareholder’s  minutes 

May  include  declaration  of  dividends, 
bonuses;  appointment  of  auditors; 
redemption  of  shares. 

(4) 

Trust  Deeds 

Relate  to  Long-Term  Debt;  give  number  of 
covenants  with  which  the  company  must 
abide  during  life  of  debt  contract,  e.g., 
minimum  working  capital  ratio. 

(5) 

Mortgages 

Give  the  correct  description  of  the  debt  and 
disclose  the  pledged  assets. 

(6) 

Major  contracts 

Disclose  long-term  commitments. 

(7) 

Leases 

Disclose  long-term  commitments. 

(8) 

Organization  charts 

Show  lines  of  authority;  assist  in  the 
evaluation  of  internal  control. 

(9) 

Summary  of  accounting  policies 

Aids  in  determining  if  company  is  consistent 
in  application. 

(10)  Statistical  data  or  graphs 

Aid  in  giving  an  overall  review  of 
performance  (analytical  review),  highlight 
unusual  trends. 

(11)  Engagement  letter 

Self  evident 

Note:  Any  of  the  above  five  (5)  are  required. 
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Q.3 


15 


The  auditors  employ  the  following  substantive  tests  to  detect  unrecorded 
property,  plant  and  equipment: 


retirements  of 


( 1 )  If  major  additions  of  plant  and  equipment  have  been  made  during  the  year,  ascertain 
whether  old  equipment  was  traded  in  or  superseded  by  the  new  units. 

(2)  Analyze  the  Miscellaneous  Revenue  Account  to  locate  any  cash  proceeds  from  sale  of 
plant  assets. 

( 3 )  If  any  of  the  company’s  products  have  been  discontinued  during  the  year,  investigate 
the  disposition  of  plant  facilities  formerly  used  in  manufacturing  such  products. 

(4)  Enquire  of  executives  and  supervisors  whether  any  plant  assets  have  been  retired 
during  the  year. 

(5)  Examine  retirement  work  orders  or  other  source  documents  for  authorization  by  the 
appr°priate  official  or  committee. 

(6)  Investigate  any  reduction  of  insurance  coverage  to  see  whether  this  was  caused  by 
retirement  of  plant  assets. 

(7)  Physical  inspection  of  plant  assets. 

(8)  Review  permanent  file. 

(9)  Review  capital  budgets. 

Q.4 

(8)  (a)  Undesirable  combinations  are  as  follows: 


1 .  Cash  receipts  and  accounts  receivable 

2.  Cash  receipts  and  credit  memos  on  sales  returns  and  allowances 

3.  Cash  disbursements  and  accounts  payable 

4.  Cash  receipts  and  bank  reconciliation 

5.  Cash  disbursements  and  bank  reconciliation 

6.  General  ledger  and  cash  receipts 

7.  Accounts  receivable  and  credit  memos  on  sales  returns  and  allowances 

(7)  (b)  Assignment  of  functions: 


Employee  No.  1: 

1.  Maintain  general  ledger 

5.  Issue  credit  memos  on  sales  returns  and  allowances 

6.  Reconcile  bank  account 


Employee  No.  2: 

4.  Maintain  cash  disbursements  journal  and  prepare  cheques  for  signatures 

7.  Handle  and  deposit  cash  receipts 

Employee  No.  3: 

2.  Maintain  accounts  payable  ledger 

3.  Maintain  accounts  receivable  ledger 
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15  Q.5 

(3)  (a)  The  independent  auditors  must  evaluate  the  work  of  the  internal  auditors  because  the 

latter  are  an  integral  part  of  the  system  of  internal  control.  Such  evaluation  is  necessary 
by  the  independent  auditors  because  its  results  determine  the  extent  of  their  remaining 
auditing  procedures. 

(12)  (b)  The  auditing  procedures  used  by  independent  auditors  in  evaluating  the  work  of 

internal  auditors  should  include  the  following: 

(1)  Enquire  as  to  the  general  competence  and  qualifications  of  the  internal  auditors, 
including  the  client’s  practices  for  hiring,  training,  and  supervising  the  internal 
audit  staff. 

(2)  Consider  the  objectivity  of  the  internal  auditors.  The  organizational  level  to 
which  the  internal  auditors  report  may  be  an  indication  of  their  ability  to  act 
independently  of  the  individuals  whose  activities  they  review. 

(3)  On  a  test  basis,  examine  the  work  of  the  internal  auditors,  considering  such 
factors  as  the  scope  and  quality  of  their  audit  procedures,  the  extent  of  the 
documentation  in  their  working  papers,  and  the  appropriateness  of  their 
conclusions. 

(4)  Perform  tests  of  the  work  of  the  internal  auditors.  These  tests  may  involve 
transactions  investigated  by  the  internal  auditors  or  similar  transactions;  the 
independent  auditors  should  then  compare  the  results  of  these  tests  with  the 
results  obtained  by  the  internal  auditors. 

(5)  Review  projects  completed  by  the  internal  auditors  to  determine  if  they  were 
concerned  with  essential  functions,  the  comprehensiveness  of  the  internal 
auditors’  report,  consequent  managerial  decision,  and  follow  up  by  the  internal 
audit  staff  of  the  managerial  decision. 

10  Q.6  Audit  procedures  to  ensure  that  all  trade  accounts  payable  have  been  recorded: 

(1)  Evaluate  internal  control. 

(2)  Evaluate  cut-off  procedures  and  their  application  as  follows: 

(a)  Verify  adequacy  of  cut-off  procedure. 

(b)  Obtain  last  receiving  memo  number  used  at  the  end  of  the  day  on  March  31,1981. 

(c)  Trace  a  block  of  receiving  memos  before  and  after  year  end  to  suppliers  invoices 
and  subsidiary  ledger. 

(d)  Trace  a  significant  number  of  suppliers’  invoices  recorded  before  and  after  year 
end  to  receiving  memos  noting  if  materials  were  FOB  point  of  shipment  or 
destination.  Make  sure  that  liabilities  for  purchases  of  raw  materials  in  transit 
were  recorded  in  the  proper  period. 

(e)  Obtain  last  shipping  memo  number  used  at  the  end  of  the  day  on  March  31,  1981. 

(f)  Examine  a  block  of  shipping  memos  before  year  end  and  note  any  returned  raw 
materials. 

(g)  Trace  shipping  memos  for  returned  raw  materials  to  credit  memos  from  suppliers 
and  to  subsidiary  ledger. 
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15 


Q.7 

(4) 


(a) 


Audit  procedures  that  should  be  undertaken  simultaneously  with 
Accounts  Receivable:  (Four  required) 


the  confirmation  of 


(6) 


Q.8 


1.  Cash  counts 

2.  Bank  reconciliations  and  confirmations 

3.  Confirmation  of  notes  receivable 

4.  Security  counts 

5.  Inventory  count  and  tie  in  with  cut-off  information 

6.  Analysis  of  bad  debt  write  offs  and/ or  credit  notes 

(b)  Types  of  Accounts  Receivable  selected  for  confirmation:  (Six  required) 

1.  Old  unpaid  balances 

2.  Employee  receivables 

3.  Accounts  written  off  during  the  period  under  review 

4.  Intercompany  and/ or  interbranch  accounts 

5.  Accounts  with  credit  balances 

6.  Debit  balances  in  Accounts  Payable 

7.  Large  balances 

8.  Accounts  where  correspondence  may  indicate  legal  action  ensuing  or  purposeful 
holdback  of  payment 

9.  Accounts  located  outside  the  company’s  normal  market  area 

1.  (d) 

2.  (c) 

3.  (a) 

4.  (d) 

5.  (b) 

6.  (c) 

7.  (b) 

8.  (d) 

9.  (a) 

10.  (b) 


100 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


Marks 

5 


AUDITING  417  EXAMINATION 
June,  1981 


Time:  3  Hours 

Q.  1  Select  the  one  BEST  answer  for  each  of  the  following  unrelated  items.  Give  the  number  of 
your  choice  in  the  exam  booklet. 

(1)  (1)  A  CGA  compares  1980  revenues  and  expenses  with  those  of  the  prior  year  and 

investigates  all  changes  exceeding  10%.  Indicate  the  error  or  questionable  practice 
that  has  the  best  chance  of  being  detected  by  this  specific  auditing  procedure: 

i)  The  cashier  began  lapping  interest  bearing  notes  receivable  in  1980. 

ii)  Because  of  worsening  economic  conditions,  the  1980  provision  for  uncollectible 
accounts  was  inadequate. 

iii)  The  client  changed  its  capitalization  policy  for  small  tools  in  1980. 

iv)  An  increase  in  property  tax  rates  has  not  been  recognized  in  the  client’s  1980 
accrual. 

(1)  (2)  The  CGA  reviews  transactions  in  the  repairs  and  maintenance  account  for  the  year- 

end  and  examines  supporting  documents  on  a  test  basis.  Indicate  the  error  or 
questionable  practice  that  has  the  best  chance  of  being  detected  by  this  specific 
auditing  procedure. 

i)  Certain  necessary  maintenance  was  not  performed  during  the  year  because  of  a 
shortage  of  workmen. 

ii)  The  cost  of  erecting  a  roof  over  the  storage  yards  was  considered  to  be 
maintenance. 

iii)  The  annual  painting  of  the  company’s  delivery  trucks  was  capitalized. 

iv)  Material  issue  slips  were  not  prepared  for  some  of  the  maintenance  supplies  used. 

(1)  (3)  The  CGA  reconciles  the  trial  balance  total  of  the  accounts  receivable  subsidiary 

ledger  to  the  general  ledger  control  account.  Indicate  the  error  or  questionable 
practice  that  has  the  best  chance  of  being  detected  by  this  specific  auditing  procedure. 

i)  A  December  21,  cheque  from  T.L.  Lawrence  was  posted  in  error  to  the  account  of 
D.L.  Lauritz. 

ii)  The  account  of  Jacob  Macomber  is  uncollectible  and  should  be  written  off. 

iii)  An  invoice  sent  to  Gerald  Garfinkle  was  improperly  computed. 

iv)  One  of  the  opening  balances  in  the  accounts  receivable  subsidiary  ledger  was 
improperly  carried  forward  from  the  previous  accounting  period. 
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(1) 

(4)  The  CGA  tests  sales  transactions.  One  step  is  tracing  a  sample  of  recorded  sales 
invoices  to  debits  in  the  accounts  receivable  subsidiary  ledger.  Based  upon  this  step, 
he  will  form  an  opinion  as  to  whether: 

i)  Each  sales  invoice  represents  a  bonafide  sale. 

ii)  All  sales  have  been  recorded. 

iii)  All  debit  entries  in  the  accounts  receivable  ledger  are  properly  supported  by  sales 
invoices. 

iv)  Recorded  sales  invoices  have  been  properly  posted  to  customer  accounts. 

v)  None  of  the  above. 

(1) 

(5 )  In  several  examinations  ol  C.G.  Adams  Ltd.,  the  auditors  had  found  internal  controls 
applicable  to  Unexpired  Insurance  to  be  quite  strong  and  consistently  followed. 
Under  these  circumstances,  which  of  the  following  audit  procedures  might  be 
omitted? 

i)  Obtain  and  examine  all  insurance  policies. 

ii)  Confirm  insurance  coverage  directly  with  the  client’s  insurance  broker. 

iii)  Obtain  a  copy  of  the  insurance  register  or  an  analysis  of  the  Unexpired  Insurance 
ledger  account. 

iv)  Test  computations  of  insurance  expense  and  ending  balances  of  unexpired  and 
accrued  insurance. 

12  Q.2 

Y our  junior  on  an  audit  has  come  to  you  with  a  problem  concerning  cash  at  the  year-end: 

Balance  per  books  $47,313 

Balance  per  bank  $26,492 

Outstanding  cheques  per  cheque  disbursement  journal  comparison  to  bank 
statement: 

#604  $1,281 

#713  897 

#2146  946 

Outstanding  deposit  per  cash  receipts  journal  comparison  to  bank 
statement:  December  30  $7,642 

The  bank  charges  for  the  month  wer e$34  and  the  interest  charges,  on  the  bank 
statement  but  not  in  cash  disbursements  journal,  were  $1,267. 

She  has  verified  all  of  the  above  data  to  be  correct  through  the  standard  audit  procedures. 

REQUIRED: 

(6) 

(a)  Prepare  in  good  form  an  audit  working  paper  which  clearly  demonstrates  the 
problem  she  has  encountered. 

(6) 

(b)  Suggest  three  (3)  possible  causes  of  the  problem  and  two  (2)  audit  steps  for  each  cause. 
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8  Q.3  “The  legal  liability  of  an  external  auditor  is  involved  in  his  relationship  to  his  client  and 

may  be  involved  in  the  relationship  of  the  client  to  the  client’s  bank  (through  which  the 
client  has  obtained  a  loan).” 

REQUIRED: 

List  and  discuss,  briefly,  the  fundamental  issues  of  an  auditor’s  legal  liability  involved  in 
the  above  statement. 

8  Q.4  As  part  of  the  audit,  the  auditor  must  look  for  contingent  liabilities  and  events  subsequent 

to  the  fiscal  year-end  but  prior  to  the  audit  completion  date. 

REQUIRED: 

List  six  (6)  procedures  which  the  auditor  would  use  to  discover  contingent  liabilities. 

17  Q.5  Asa  CGA  in  public  practice,  you  have  been  assigned  to  audit  a  medium-sized  client  of 

your  firm.  In  preparation,  you  review  the  permanent  file  and  last  year’s  working  papers. 
You  notice  that  last  year’s  accounts  receivable  were  $950,000  and  total  assets  were 
$2,400,000.  The  bad  debts  expense  was  $27,000,  which  was  material  in  terms  of  the 
income  statement.  Your  firm  used  confirmations,  both  positive  and  negative,  with  regard 
to  the  accounts  receivable  but  had  some  difficulty  tracing  subsequent  payments  to  the 
accounts  since  the  retail  customers  tended  to  pay  the  statement  balance  rather  than  the 
invoice  amount.  In  preparation  for  the  statutory  year-end  audit,  you  prepare  and  mail  a 
standard  engagement  letter  for  the  client.  The  engagement  letter  is  signed  and  returned 
with  the  following  memo: 

To:  C.G.  Adams  From:  Client  Ltd. 

of  Best  &  Best,  CGA’s 

Due  to  some  significant  difficulties  with  our  computer  conversion 
this  year,  we  are  not  prepared  to  allow  your  firm  to  confirm  our 
accounts  receivable.  We  feel  that  this  is  essential  for  customer 
relations. 


Yours  truly. 


J.P.  Jones, 
Controller 


REQUIRED: 

(10)  (a)  List  and  briefly  discuss  the  points  which  you  would  discuss  in  your  response  to  the 

controller.  Be  precise. 

(3)  (b)  (i)  What  is  the  difference  between  positive  and  negative  confirmations? 

(4)  (ii)  What  circumstances  would  lead  to  the  use  of  a  positive  confirmation  as  opposed 

to  a  negative  confirmation? 
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10  Q.6 

Client  Ltd.  has  come  to  you,  a  CGA  in  public  practice,  with  a  problem.  In  attempting 
to  take  over  another  company,  the  client  had  assembled  $  1 7  million  in  cash  but  the  deal 
has  fallen  through  due  to  government  intervention.  The  client  has  raised  the  money 
through  long-term  sources  and  has  no  major  asset  acquisitions  planned,  thus,  he  has 
decided  to  invest  the  cash  in  marketable  securities  for  the  next  year  or  two.  At  this  point 
the  cash  is  all  in  short-term  notes  with  a  bank  but  the  client  is  going  to  hire  a  professional 
securities  manager  and  invest  in  a  diverse  portfolio. 

REQUIRED: 

10  Q.7 

The  client  would  like  you  to  prepare  a  list  of  five  (5)  internal  control  procedures  which 
would  be  instituted  before  the  securities  manager  was  hired.  Point  form  is  acceptable. 

As  a  graduate  CGA  with  4  years  of  experience  in  a  public  accounting  firm,  you  have 
accepted  an  offer  to  become  the  internal  auditor  for  a  medium  sized  manufacturing 
company  which  is  expanding  quite  rapidly.  (You  have  been  the  supervisor  of  the  external 
audit  of  this  company  for  2  years.) 

REQUIRED: 

5  Q.8 

Explain  how  your  job  will  change  as  you  go  from  external  auditor  to  internal  auditor.  Be 
precise  and  deal  with  all  the  aspects  that  you  will  encounter.  Point  form  is  acceptable. 

The  minutes  of  the  meetings  of  the  Board  of  Directors  are  an  essential  piece  of  evidence  to 
the  auditor. 

REQUIRED: 

List  five  (5)  specific  audit  steps  which  would  require  reference  to  the  Board  of  Directors’ 
minutes. 

10  Q.9 

Asa  CGA  in  public  practice,  you  have  been  assigned  to  audit  a  client  who  has  just  come 
to  your  firm  requesting  an  audit. 

REQUIRED: 

List  the  steps  which  you  would  take  prior  to  actually  going  to  the  new  client  to  prepare 
the  internal  control  survey.  Be  precise;  point  form  is  acceptable. 
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15  Q.10  Each  of  the  following  scenarios  is  independent: 

(5)  (a)  Joe  Jones  is  an  auditor  with  a  firm  of  CGA’s  and  while  doing  an  audit  he  discovers 

that  the  client’s  income  statement  will  show  a  200%  improvement.  Since  this  is  a 
public  company,  Joe  discusses  this  with  his  son-in-law,  borrows  the  funds,  and  they 
buy  4,000  shares  of  the  company.  (The  company  has  600,000  shares  outstanding.) 

(5)  (b)  Joan  Little,  CGA  ,  has  just  started  a  private  practice  and  is  concerned  about 

attracting  new  clients.  Her  bank  manager,  a  staunch  supporter,  says,  “Look,  leave  me 
a  couple  dozen  of  your  cards  and  I’ll  pass  them  out  to  prospective  clients.  If  we  score, 
you  can  pay  me  10%  of  the  first  billing.” 

(5)  (c)  Jane  Clean,  CGA,  has  just  taken  over  an  audit  from  another  CGA  and  is  horrified 

as  to  poor  quality  of  work  reflected  in  working  papers  of  the  previous  auditor.  At  a 
dinner  party,  she  encounters  C.G.  Adams,  CGA  ,who  is  considering  forming  a 
partnership  with  the  previous  auditor.  She  informs  C.G.  Adams  that  the  previous 
auditor  is,  in  her  opinion,  absolutely  incompetent. 

REQUIRED: 

The  CGA  Association  has  a  code  of  Ethics  and  Rules  of  Professional  Conduct.  For 
each  of  the  above  scenarios,  briefly  discuss  the  fundamental  issues  involved. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  417  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


General 

The  students  are  not  reading  the  question,  in  that  they  gave  internal  control  points  where  audit  steps  were  requested 
and  vice-versa.  The  students  must  stop  trying  to  get  full  marks  with  “  check  for. . .”  as  in  Question  4.  “Check  the 
directors  minutes  ,  for  what?  what  time  period?,  etc.  Also,  when  asked  for  internal  control  procedures  “institute 
proper  controls  over  accounting’  would  not  impress  a  client  or  examiner.  Some  students  must  attempt  to  improve 
their  handwriting.  An  old  adage  says,  if  you  can’t  read  it,  you  can’t  mark  it. 


Specific 


Q.2 


Q.3 

Q.4 


Q.5 


Q.6 


(a)  Many  students  lost  marks  unnecessarily  through  poor  form,  i.e.,  no  title,  no  date,  no  initials,  or  by 
Presenting  a  bank  reconciliation  and  not  showing  the  $15,002  discrepancy  on  the  schedule. 

(b)  Many  students  listed  reasons  for  the  discrepancy  without  paying  attention  to  the  direction  of  the 
problem,  i.e.,  books  were  higher  than  bank.  Many  students  failed  to  read  the  last  line  of  the 
question  and  gave  as  reasons  that  the  books  were  in  error.  Many  students  stated  the  same  thing 
three  times,  e.g.,  cash  disbursements  journal  did  not  add,  cash  receipts  did  not  add,  cheque 
register  did  not  add.  Very  few  thought  of  (b)  i)  or  ii).  As  audit  steps,  a  number  of  students  stated, 

review  the  internal  control  .  The  student  should  be  aware  that  when  one  is  doing  substantive 
testing,  the  compliance  testing  has  been  done. 

The  question  was  astoundingly  badly  done.  Most  students  appeared  to  have  never  encountered  the  area 
previously  and  used  the  question  as  a  chance  to  recite  the  GAAS.  The  reasons  could  be  that  the  area  is 
level  2  in  the  notes  and  there  have  not  been  many  exam  questions  in  the  area  previously. 

Some  students  confused  unrecorded  liabilities  with  contingent  liabilities  and  went  off  searching  for 
supplier’s  invoices. 

A  representation  letter  is  not  used  to  dis cover  contingent  liabilities.  Many  students  listed  “check  this’’,  or 
“review  that”  without  saying  for  what,  for  what  time  period,  etc.  The  students  must  write  audit  points 
as  if  he/she  were  addressing  an  inexperienced  junior  and  “to  check  the  directors’  minutes”,  is 
inadequate. 

(a)  An  amazing  number  of  students  did  not  relate  the  data  in  the  question  to  a  management 
restriction  of  scope  and  that  this  would  affect  the  scope  paragraph.  Whether  or  not  there  was  a 
qualification  in  the  opinion  paragraph  would  depend  upon  the  evidence  from  the  alternate 
procedures.  Also,  almost  no  one  realized  that  the  engagement  letter,  a  legal  contract,  was  signed 
by  the  Board  of  Directors  on  behalf  of  the  shareholders  and  that  Jones  cannot,  as  considered, 
overrule  the  Board  of  Directors.  Most  students  just  kept  repeating,  “we  should  do  confirmations” 
with  no  apparent  understanding  of  the  reason  other  than  the  CICA  says  so. 

(b)  Positive  confirmations  are  signed. 

The  students  did  not  deal  with  the  data  in  the  question,  i.e.,  what  would  the  securities  manager  do  or  not 
do? 


Sloppy  answers  reflecting  little  thought  and  no  effort  abounded.  For  example,  would  you  really  tell  a 
client,  paying  you  a  significant  dollar  per  hour  rate,  to  “form  an  investment  committee.”  He  would 
reply  why,  of  whom,  and  what  are  their  functions  just  before  he  fired  you.  Or  “physically  inspect  the 
securities”  gets  little  marks  unless  you  say  who  and  that  the  count  must  be  reconciled  to  the  inventory. 
Answers  were  not  specific  and  statements  were  not  substantiated.  Students  are  failing  because  of  this 
type  of  answer  which  is  unacceptable  in  a  fourth  level  course. 
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Q.7 

Q.9 

Q.10 
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Again,  many  students  ignored  the  concept  of  independence.  Most  told  what  the  internal  auditor  would 
do,  not  how  the  functions  would  change. 

Many  students  talked  about  what  they  would  do  on  the  client’s  premises,  i.e.,  everyone  told  me  about 
the  rusty  machinery  and  dust  on  the  inventory  and  yet,  in  bold  type,  the  exam  states,  “ prior  to  going  to 
the  new  client.”  The  students  ignored  some  of  the  critical  points  such  as  (1),  (3),  (8),  and  (9)  of  the 
suggested  solutions. 

(a)  Students  became  confused  over  independence  in  fact  and  in  appearance  because  the  shares  were  a 
small  number  relative  to  the  total  outstanding.  The  concept  of  materiality  applies  to  the  auditor , 
i.e.,  is  the  shareholding  material  to  the  auditor  and  would  he  change  or  abbreviate  his  procedures. 
Since  the  question  stated  that  he  borrowed  the  money,  it  was  obviously  material,  thus  the 
independence  in  fact  applies.  The  code  of  ethics  has  no  distinction  regarding  materiality  of 
holdings  (as  does  the  CICA),  i.e.,  the  auditor  cannot  hold  shares. 

(b)  Many  students  said  that  it  was  OK  to  have  him  distribute  her  cards  but  not  to  charge  a  fee.  This  is 
incorrect  since  she  would  have  no  control  over  his  claims  regarding  her  ability.  Also,  many 
students  did  distinguish  their  answer  and  simply  made  vague  statements  such  as  “can’t  advertise.” 

(c)  Few  stated  that  she  must  approach  the  other  party  and  notify  him  before  going  to  the  CGA 
Association. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


AUDITING  417  EXAMINATION 
June,  1981 

SUGGESTED  SOLUTIONS 


Marks 


5  Q.l 

(1) 

(1)  iii) 

(1) 

(2)  ii) 

(1) 

(3)  iv) 

(1) 

(4)  iv) 

(1) 

(5)  i) 

12  Q.2 

(6) 

(a) 

Time:  3  Hours 


Bank  Reconciliation 
Client  Co.  Ltd. 


Date: 

Initials: 


Balance  per  bank 


$26,492 


(6) 


Less: 

Plus: 

Outstanding  cheques 
#604  $1,281 

#713  897 

#2146  946 

outstanding  deposit 

3,124 

$23,368" 

7,642 

Plus: 

Bank  charges 

$  34 

$31,010 

Interest  charges 

1,267 

1,301 

Balance 

$32,311 

Balance  per  books 

47,313 

Unreconciled  difference 

$15,002 

(b)  i)  Direct  payment  towards  loan  shown  on  bank  statement  but  not  in  cash 
disbursements  journal. 


Audit  step:  —  confirm  loan  and  payment  with  bank 

—  review  debit  memos  on  bank  statement 


ii)  Direct  withdrawl  of  cash  by  owner  of  company  not  shown  in  cash  disbursements. 

Audit  step:  —  confirm  withdrawls,  dividends,  loan,  etc.,  with 

owner(s) 

—  review  all  withdrawls  on  bank  statement 


iii)  Unrecorded  defalcation  of  cash  from  bank  account. 

Audit  step:  • —  look  at  cheques  for  sequence 

—  look  at  signatures,  endorsements 

8  Q.3  The  auditor  forms  a  legal  contract  with  the  client  and  thus  must  perform  to  the  standard 

of  a  professional.  He  can  be  held  liable  for  negligence  where  he  has  not  performed  to  the 
standards  of  his  fellow  professionals.  Or,  he  can  be  liable  for  fraud,  i.e.,  knowingly 
making  a  false  statement.  Or,  he  can  be  held  liable  for  non-performance  of  duties.  He 
does  not  have  a  contract  with  the  bank  and  can  be  held  liable  for  fraud  but  as  to 
negligence  it  is  an  area  currently  being  defined.  It  seems  that  if  the  auditor  knew  that  the 
third  party  was  going  to  rely  on  the  statements,  then  he  can  be  held  liable  for  negligence. 
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8  Q.4 

Source:  Text,  p.  680 

Contingent  liabilities:  (These  are  notes,  not  properly  written  answers.) 

—  review  all  newspaper  clippings,  etc. 

—  contact  lawyer 

—  review  contracts 

—  review  previous  year’s  tax  return 

—  look  for  notes  receivable  discounted,  confirm  with  bank  and  trace  Notes  Receivable 
through  financial  statements 

—  confirm  with  bank  and  Board  of  Directors  regarding  company  signing  of  loans  etc., 
for  other  companies 

—  review  Board  of  Directors’  minutes  up  to  end  of  field  work 

—  examine  legal  correspondence  files  up  to  end  of  field  work 

—  analyze  legal  expense 

—  bank  confirmation 

—  review  correspondence 

17  Q.5 

(10) 

(a)  One  of  the  key  aspects  of  any  audit  is  independence.  This  is  required  by  law  and 

the  code  of  ethics.  It  manifests  itself  in  the  auditor  conducting  “such  tests  and 
procedures  as  he  considers  necessary.”  The  confirmation  of  accounts  receivable 
is  a  basic  required  part  of  the  audit  (Section  6020).  In  this  case,  the  accounts 
receivable  are  material  and  must  be  examined.  Management  has  restricted  the 
scope  of  the  auditor  and  this  would  result  in  a  qualified  audit  report.  The  auditor 
could  not  give  a  clean  scope  paragraph  and  since  the  major  alternate  procedure, 
tracing  subsequent  payment,  is  difficult,  the  opinion  paragraph  may  also  be 
qualified.  The  cost  to  the  client  will  definitely  be  increased  and  he  should  be 
informed  of  the  fact.  (See  Section  6020  (1 1)  to  (20)).  The  engagement  letter  was 
signed  by  the  Board  of  Directors  and  cannot  be  overruled  by  the  controller. 

(3) 

(b) 

(i)  Positive  confirmations  state  the  balance  and  requests  a  signature  whether  correct 
or  not  and  thus  are  more  conclusive  . 

Negative  confirmations  request  a  reply  only  if  the  stated  balance  is  incorrect. 

(4) 

(ii)  Large  and/or  material  amounts  or  accounts  that  are  significant  by  nature,  e.g., 
officers,  directors,  etc.,  would  be  positive.  Medium  or  small  accounts  that  are 
fairly  numerous  would  be  negative. Positives  would  also  be  used  where  external 
control  is  weak. 

10  Q.6 

—  Select  an  independent  transfer  agent-brokerage  house. 

—  Duplicate  copies  of  all  transactions  would  be  kept  on  file  at  the  brokerage  house,  and 
a  copy  would  be  forwarded  directly  to  an  individual  responsible  for  recording  the 
transactions. 

—  All  securities  kept  on  the  client’s  premises  would  be  kept  with  an  independent  person 
in  a  secure  place. 

—  An  independent  person  would  record  the  transaction. 

—  A  supervisor  would  check  the  records  to  the  physical  on  a  periodic  surprise  basis. 

—  The  securities  manager  would  prepare  the  authorization  for  the  transaction  and  send 
one  copy  to  the  custodian  and  one  copy  to  the  record  keeper.  The  custodian  would 
arrange  for  safe  delivery  to  the  brokerage  house. 

—  An  independent  person  would  verify  that  the  revenue  from  securities  agrees  to  the 
amounts  which  were  received. 
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10  Q.7  Source:  Text,  p.215;  Lesson  Notes,  Appendix  B 

i)  Independence 

changes  from  that  of  external  auditor,  see  code  of  ethics,  to  that  of  internal 
auditor  who  is  a  direct  employee  of  the  firm  and  derives  his  independence  by  the 
level  of  supervisor  to  whom  he  must  report. 

ii)  Duties 


—  external 

—  internal 

iii)  Scope 


—  as  he  determines  necessary 

—  with  regard  to  the  entire  financial  statement 

—  as  the  company  determines  necessary 

—  may  be  restricted  to  payroll  or  some  aspect  but  will  not  be  a  review 
of  entire  financial  statement 

—  may  be  involved  in  audit  of  people  and  their  qualifications 


—  external  —  unrestricted 

—  internal  —  may  be  restricted  by  the  management 


5  Q-8  Authorization  of: 

—  appointment  of  auditors 

—  dividends 

—  major  acquisitions  of  fixed  assets 

—  share  issue  or  redemption 

—  treasury  stock  transactions 

—  stock  options,  or  other  executive  renumeration 

—  bond  issues 

—  changes  in  accounting  policy 

—  valuation  of  shares  issued  for  non  cash  assets 

—  contingent  liabilities 

—  major  contracts 

—  partial  liabilities 

—  pending  lawsuits 

—  income  tax 

10  Q.9  (1)  Determine  whether  or  not  the  client  really  needs  an  audit. 

(2)  Determine  the  major  features  of  the  client,  nature  of  business,  location,  volume, 
accounting  system,  subsidiaries,  international  operations,  etc. 

(3)  Determine  whether  or  not  you  have  the  staff,  both  in  skill  and  numbers,  to  perform 
the  audit. 

(4)  Attempt  to  determine  the  risk  of  the  audit  by  determining  who  are  the  owners  or 
principals,  the  liquidity  of  the  company,  and  any  plans  for  sale  or  new  financing. 

(5)  Review  all  recent  articles  or  publications  regarding  the  company. 

(6)  Determine  if  the  company  has  had  an  audit  previously.  If  so,  contact  previous 
auditors  i.e.,  reason  for  change  and  to  review  working  papers  for  opening 
balances.  If  not,  notify  client  that  the  opinion  will  probably  have  to  be  qualified. 

(7)  Outline  the  basis  of  the  fee. 

(8)  Discuss  the  idea  of  unrestricted  scope. 

(9)  Assess  your  own  independence  and  that  of  the  members  of  the  firm. 
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15  Q.  10 

(5) 

(a)  First,  J.  Jones  has  violated  his  independence  in  that  he  owns  shares.  Even  if  the  shares 
were  in  the  name  of  his  son-in-law,  he  still  will  derive  a  benefit  from  them. 

Second,  in  discussing  it  with  his  son-in-law  he  has  violated  the  rule  of  confidentiality. 
Even  though  the  amount  of  shares  is  4,000  out  of  600,000  shares,  it  is  material  to 
J. Jones  since  he  borrowed  the  money  to  buy  them. 

(5) 

(b)  First,  she  is  essentially  advertising  and  has  no  control  over  what  the  bank  manager 
may  say  with  respect  to  her  abilities,  thus  it  is  not  possible  to  have  another  party 
distribute  her  cards. 

Second,  she  cannot  split  her  fee. 

(5) 

(c)  First,  she  must  inform  the  previous  auditor  of  her  opinion. 

Second,  she  must  inform  the  CGA  provincial  association  who  will  investigate  and 
take  action  against  the  person,  if  her  allegations  are  true. 

Third,  she  cannot  make  that  type  of  statement  about  another  CGA 

100 

END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  THEORY  421  EXAMINATION 
December,  1980 


Marks 

15  Q.  1 

iA 


15  Q.  2 


(3) 

(12) 

10  Q.  3 


(2) 

(8) 


Time:  3  Hours 

There  are  many  approaches  to  a  theory  of  accounting.  In  his  text,  Hendriksen  deals  with  theory 
on  three  basic  levels. 

Required: 

Name  and  describe  Hendriksen’s  framework.  How  is  each  level  tested? 

Various  current  valuation  models  are  discussed  in  the  notes  and  readings. 

Required: 

(a)  Distinguish  between  holding  gains  and  operating  profits. 

(b)  Explain  the  limitations  of  the  historical  cost  method  for  asset  valuation  and  income 
determination. 

There  has  long  been  controversy  regarding  the  various  inventory  methods:  LIFO.  FIFO, 
weighted  average,  and  specific  identification. 

Required: 

(a)  Why  have  these  various  methods  evolved? 

(b)  What  will  be  the  effect  on  the  financial  statements  (income  statement  and  balance  sheet)  of 
each  of  these  methods  in  times  of  rising  prices?  Assume  only  the  periodic  inventory 
method  is  used. 


5  Q.  4  Navisha  Ltd.  issued  $100,000  five  year  9%  bonds  at  par.  One  of  the  directors  has  asked  why 
the  $  100,000,  which  must  be  paid  at  the  end  of  year  5,  appears  as  a  liability  but  the  five  annual 
payments  of  $9,000  ($45,000)  does  not. 


Required: 


Explain  clearly  the  situation  to  the  director. 
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V 


(1)  Increased  if  the  par  value  dollar  amount  of  the  outstanding  shares  of  the  combined 
corporation  exceeds  the  total  capital  stock  of  the  separate  combining  companies. 

(2)  Increased  if  the  par  value  dollar  amount  of  the  outstanding  shares  of  the  combined 
corporation  is  less  than  the  total  capital  stock  of  the  separate  combining  companies. 

(3)  Decreased  if  the  par  value  dollar  amount  of  the  outstanding  shares  of  the  combined 
corporation  exceeds  the  total  capital  stock  of  the  separate  combining  companies. 

(4)  Decreased  if  the  par  value  dollar  amount  of  the  outstanding  shares  of  the  combined 
corporation  is  less  than  the  total  capital  stock  of  the  separate  combining  companies. 

(b)  The  Mon  Corporation  acquired  a  30%  interest  in  the  Soon  Company  onJanuary  1 ,  1974, 
for  $600,000.  At  that  time,  Soon  had  2,000,000  shares  of  its  $1  par  value  common  stock 
issued  and  outstanding.  During  1974,  Soon  paid  cash  dividends  of  $20,000  and  thereafter 
declared  and  issued  a  5%  common  stock  dividend  when  the  market  value  was  $2  per  share . 
Soon’s  net  income  for  1974  was  $120,000.  What  should  be  the  balance  in  Mon’s 
“Investment  in  Soon  Company”  account  at  the  end  of  1974? 

(1)  $570,000 

(2)  $600,000 

(3)  $630,000 

(4)  $636,000 

(c)  When  a  combination  of  two  companies  is  recorded  as  a  pooling  of  interest,  plant  assets  are 
recorded  at: 

(1)  Replacement  cost  at  the  time  of  the  business  combination 

(2)  Historical  cost  to  the  combining  units 

(3)  Appraised  fair  values  at  the  time  of  the  combination 

(4)  Fair  market  value  of  securities  given  to  the  stockholders  of  the  acquired  company 


5  Q.  5  What  does  the  reference  to  a  general  fund  as  residua!  mean?  Explain. 

6  Q.  6  Write  in  your  examination  book  the  number  which  conforms  to  the  best  answer  to  the  following 

three  questions. 

(a)  In  a  business  combination  accounted  for  as  a  pooling  of  interests,  the  combined  corpora¬ 
tion’s  retained  earnings  usually  equals  the  sum  of  the  retained  earnings  of  the  individual 
combining  corporations.  Assuming  there  is  no  contributed  capital  other  than  capital  stock 
at  par  value,  which  of  the  following  describes  a  situation  where  the  combined  retained 
earnings  must  be  increased  or  decreased? 
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18  Q.  7 

u* 

An  investor  company  may  account  for  its  investment  in  the  shares  of  another  corporation  by  the 
cost  or  equity  method. 

Required: 

(9) 

(a)  Explain  the  current  Canadian  rules  for  deciding  which  of  the  above  methods  is  appropri¬ 
ate. 

(9) 

(b)  Discuss  the  rationale  for  the  above  rules. 

16  Q.8 

When  reviewing  the  annual  reports  of  Canadian  corporations,  it  appears  that  many  contain 
consolidated  statements. 

Required: 

U1  (4) 

(a)  What  are  the  criteria  which  determine  whether  or  not  to  consolidate  corporations’ 
financial  statements? 

i  (8) 

(b)  Is  consolidation  appropriate  presentation  of  the  various  funds  of  a  government?  Explain. 

(4) 

(c)  Explain  where  proportionate  consolidation  is  appropriate. 

10  Q.  9 

When  leased  facilities  are  capitalized  as  assets  describe  the  amortization  of  such  leased 
facilities. 

100 

END  OF  EXAMINATION 
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C  ANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  THEORY  421  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

First,  many  students  exhibited  a  lack  of  knowledge  of  intermediate  accounting  structure  and  methods  which  are 
prerequisite  to  this  course.  Secondly,  many  students  seem  to  lack  skills  in  writing  exams,  which  call  for  narrative 
answers.  Many  papers  are  hard  to  read  and  handle  because  instructions  2  through  4  on  the  front  cover  are  ignored 
Many  answers  are  unplanned,  disorganized,  illegible  and  badly  written. 


Specific 

Q.l  Many  students  were  unfamiliar  with  Hendriksen’s  basic  framework.  Some  students  confused 

McDonald’s  descriptive-normative  typology  with  Hendriksen’s  levels. 


Q.2 


Q.3 


(a)  The  most  common  problem  was  confusing  purchasing  power  (GPL)  gains  with  holding  gains. 

(b)  Some  students  dealt  with  general  price  level  changes  but  ignored  specific  price  changes;  and  vice 
versa.  Others  wrote  about  alternative  models,  father  than  explaining  the  limitations  of  the 
historical  cost  model.  It  is  disappointing  to  find  that  some  students-at  this  level  still  make 
statements  like  ‘the  objective  of  depreciation  is  to  create  a  tund  for  asset  replacement.’ 

(a)  Many  students  attributed  the  various  methods  solely  to  inflation. 

(b)  This  is  a  very  elementary  question  but,  surprisingly  often,  students  did  not  seem  to  understand 
the  relationship  between  costs  of  goods  sold  and  the  inventory  levels.  Some  students  were 
confused  by  apparent  anomoly  of  a  periodic  inventory  method  used  with  specific  identification. 


Q.4  Some  students  wrote  about  the  bond  interest,  but  failed  to  deal  with  the  bond  liability  itself.  Students  at 

this  level  should  know  the  difference  between  principle  and  principal. 

Q.5  Some  students  did  not  recognize  this  as  a  fund  accounting  question.  Perhaps  if  the  words  “general 

fund”  had  been  capitalized,  students  would  have  done  better.  Most  students,  however,  handled  the 
question  well. 

Q-6  (a)  This  was  a  tough  question,  describing  a  situation  rarely  encountered  in  Canadian  practice. 

(b)  This  simple  equity  method  calculation  was  generally  well-handled. 

(c)  This  pooling  of  interests  question  was  generally  well-handled. 

Q  7  The  most  common  error  was  contusing  consolidated  reporting  with  methods  of  accounting  for  long 

term  investments  and,  thus,  incorrectly  describing  a  “third”  method  of  accounting  or  else  ignoring 
subsidiaries  altogether.  Many  students  seemed  to  feel  that  the  20%  ownership  figure  was  a  hard-and- 
fast  rule,  rather  than  a  quideline.  Some  students  did  not  know  the  meaning  of  “rationale”. 
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An  amazing  number  of  students  wrote  that  consolidation  was  appropriate  when  the  investor 
held  significant  influence."  Also,  the  exceptions  were  not  well  handled,  with  students  tending 
to  write  about  old  U.S.  textbook  rules,  rather  than  the  current  Canadian  criteria.  Some 
students  seemed  unclear  about  the  meaning  of  “criteria." 

(b)  This  was  an  opinion-type  question  and  some  students  presented  good  pro-consolidation 
answers.  Most  students  took  the  negative  position  and  many  quoted  Bolton.  However,  many  of 
those  who  quoted  Bolton  wrote  only  about  his  “meaningless  information”  views  and  ignored 
his  input  v.  output  views.  Inspite  of  the  wording  of  the  question,  some  students  wrote  a  lot, 
but  did  not  take  a  position. 

Many  students  seemed  unfamiliar  with  joint  ventures  and  propartimate  consolidation  and 
made  wild  guesses  about  government  accounting,  minority  interests,  etc. 

This  question  was  not  generally  well  done  and  many  students  seemed  very  confused  over  accounting  for 
leases.  Some  students  confused  amortization  with  revenue  recognition  issues  of  the  lessor.  Many 
students  wrote  at  length  about  the  determination  of  the  dollar  amount  to  be  amortized,  rather  than 
describing  the  amortization  process,  as  required  in  the  question. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 

15 


ACCOUNTING  THEORY  421  EXAMINATION 
December,  1980 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

Q.  1  Hendriksen’s  levels  (Source  L.  1,  Se.  I)  (For  each  level,  one  mark  for  identification;  three 
marks  for  description,  and  one  mark  for  testing  issues.) 

(5)  1)  Structural  (Hendriksen  p.2):  These  syntactical  theories  explain  the  structure  of  the  data 

collection  process  and  financial  reporting,  and  attempt  to  predict  how  accountants  would 
react/report. 

Most  descriptive,  theories  are  at  the  structural  level,  although  some  normative  theories  are 
pitched  at  this  level.  Hendriksen  seems  to  suggest  that  structural  theories  are  a  necessary  first 
step  to  evaluate  practice .  Testing  can  be  for  logical  consistency  of  the  structure  or  for  prediction 
of  what  accountants  will  do. 

(5)  2)  Interpretational  (Hendriksen  p.4)  These  semantic  theories  attempt  to  deal  with  the  rela¬ 

tionship  between  the  measurement  symbols  and  the  real  world  phenomena.  Without  a  reason¬ 
able  correspondence,  the  accounting  numbers  have  no  empirical  relationship  and  are  not 
meaningful.  Examples  are  Edwards  &  Bell,  Sprouse  &  Moonitz,  etc.  In  testing,  many 
concepts  are  uninterpreted  in  that  they  are  artificial  and  have  no  real  world  referents  (e.g.  net 
income)  or  can  be  only  approximately  interpreted  (e.g.,  asset  valuation). 

(5)  3)  Behavioral  (Hendriksen  p.5)  These  theories  attempt  to  measure  and  evaluate  the  economic, 

psychological  and  sociological  effects  of  alternate  accounting  procedures  and  reporting  media. 
This  user  or  decision-maker  orientation  is  new  and,  according  to  Hendriksen,  holds  the  best 
promise  for  theory  development  and  stimulates  the  search  for  the  answers  to  very  basic, 
questions  (eg. ,  objectives  of  accounting).  No  full  theories  are  presented,  but  various  research 
studies  (Demski,  Hofstedt,  etc.)  are  referenced.  Testing  generally  involves  investigation  of 
user  responses  to  accounting  information. 

Q.2 

(3)  (a)  In  answering  this  question ,  some  students  may  mix  up  GPL  gains  and  gains  due  to  changes 
in  specific  prices. 

Holding  Gains  are  passive;  the  firm  finds  that  the  item  has  increased  (decreased)  in  value 
through  no  effort  of  its  own;  accretion  is  a  typical  example. 

Operating  Profits  are  active;  they  are  the  accounting  construct  derived  by  taking  the  excess  of 
revenues  over  expenses,  the  amounts  being  a  function  of  the  on-going  operations  of  the  firm. 

(4)  (b)  The  historical  cost  (HC)  model  is  limited  in  not  being  able  to  genuinely  represent  the 
financial  position  of  the  firm.  For  instance,  an  item  carried  at  historical  cost  (say  $1 ,000)  may 
not  (probably  will  not)  reflect  current  exchange  value  (say  $2,000). 

(4)  As  well,  HC  does  not  allow  for  maintenance  of  wealth  (i.e.,  the  Hicksian  concept  of 
“well-offness”  is  not  really  considered)  since  HC  assumes  a  stable  monetary  unit  and  no 
specific  price  changes.  Similarly,  the  maintenance  of  productive  capacity  is  not  served  by  HC. 

(4)  Also,  income  is  “biased"  by  using  HC.  The  amount  of  income  determined  is  based  on 
structural  rules  rather  than  reality.  The  difficulty  is  not  so  much  with  revenue  recognition  as  it 
is  with  expense  determination.  If  we  assume  that  expense  represents  consumption  of  assets,  it 
is  unrealistic  to  continue  to  “calculate”  expenses  based  on  historical  input  prices.  Use  of 
current  input  values  for  expenses  would  have  the  effect  of  reducing  passive  profits  (losses)  that 
accrue  solely  because  of  changes  in  specific  prices,  and  not  from  the  actions  of  the  firm. 
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10 


Q.3 

(2) 


(a)  The  various  methods  evolved 
FIFO.  LIFO  and  weighted  average 
specific  identification. 


as  a  means  of  matching  physical  flows  with  cost  flows, 
are  necessary  approximations  where  it  is  impractical  to  use 


(8)  (b)  Under  periodic  inventory  system,  we  observe  the  following  patterns  in  times  of  rising 


INCOME  STATEMENT 

BALANCE  SHEET 

FIFO 

understates  cost  of  goods  sold 

approximates  current  cost  of 
remaining  inventory 

LIFO 

approximates  current  cost  of 

understates  balance  of 

cost  of  goods  sold 

remaining  inventory 

Wtd.  Ave. 

understates  cost  of  goods  sold 

understates  inventory 

Spec.  Id. 

exact  cost  of  goods  sold 

exact  inventory  balances 

Q.  4  This  question  covers  the  distinction  between  capital  and  expense.  It  also  refers  to  the  notion  of 
timing  of  expense  recognition.  Hendriksen  (pp.  197-205)  discusses  the  issue. 

Basically,  one  should  not  recognize  an  expense  until  it  is  incurred.  As  well,  the  notion  of 
matching  is  involved.  It  would  not  be  correct  to  recognize  the  interest  expense  (rent  for  the 
borrower's  funds)  until  the  money  was  used,  or  the  period  for  which  the  funds  were  lent  has 
passed. 

The  bonds  are  recorded  as  a  liability  because  they  are  an  obligation  of  the  company,  and 
represent  a  future  charge  on  the  assets  of  the  firm. 

Q.  5  The  general  fund  is  residual  because  it  is  used  to  account  for  all  transactions  of  a  governmental 
unit  not  accounted  for  in  one  of  the  other  types  of  funds.  Although  the  general  fund  is  residual, 
it  usually  accounts  for  the  largest  aggregate  dollar  amounts  of  the  governmental  unit's 
revenues  and  expenditures. 

6  Q.  6  Answer 

(2)  (a)  (3) 

(2)  (b)  (3) 

(2)  (c)  (2) 


18 


Q.  7  Cost  v.  equity  methods  (  ref. ;  notes  8:2  and  Handbook  3050) 

(3)  (a)  A  subsidiary  must  be  accounted  for  by  the  equity  method. 

(3)  An  effectively  controlled  entity,  wherein  the  investor  has  '  ‘significant  influence' '  by  way 

of  its  investment  must  be  accounted  for  by  the  equity  method. 

(3)  A  portfolio  investment  must  be  accounted  for  by  the  cost  method. 
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(3)  (b)  The  requirement  of  the  equity  method  for  subsidiaries  is  not  too  relevant  for  outsiders 

because,  according  to  3050.06,  GAAP  requires  that  financial  statements  be  prepared  on  a 
consolidated  basis.  However,  for  internal  and  mechanical  consolidation  purposes,  use  of  the 
equity  method  simplifies  the  consolidation  process.  This  point  is  made  by  Fraser. 

(3)  Handbook  3050. 19  explains  that,  even  though  the  investor  may  not  have  legal  control  of  an 
investee,  the  investor  may  exercise  significant  influence  over  the  operating  and  financial 
decisions  through  board  representation,  policy-making,  inter-company  transactions,  person¬ 
nel  exchanges,  technical  information  exchanges,  etc.  Operationally,  significant  influence  is 
signalled  by  ownership  of  20%  or  more  of  the  investee’s  voting  shares.  Because  of  this 
influence,  it  seems  appropriate  to  "take  up"  the  investor's  share  of  the  profits,  dividends,  etc. 

(3)  Handbook  3050.25  says  that,  without  significant  influence  it  is  "inappropriate  forthe  investor 
to  include  in  its  results  .  .  .  any  portion  of  the  undistributed  income  of  the  investee."  Again, 
this  seems  to  be  a  reasonable  approach  that  is  hard  to  argue  with. 

Q.8  Consolidations  (ref.motes  9:1  undHandbook  3050, 
notes  8:2  and  Handbook  3055) 

(4)  (a)  The  criteria  are  quite  clear,  from  Handbook  3050.06,  that  all  subsidiaries  are  consolidated 
unless  the  increases  in  subsidiary  equity  are  unlikely  to  accrue  to  the  parent  or  control  is 
seriously  impaired  (3050.08),  control  is  temporary  (3050.10),  or  the  subsidiary  is  a  bank  or 
insurance  company  (3050. 12). 

(8)  (b)  There  is  some  argument  for  consolidation  of  government  funds.  For  example,  the  federal 

government  prepares  consolidated  fund  statements.  However,  most  will  agree  with  Bolton 
(Lesson  7)  who  says  that: 

(i)  Consolidation  may  obscure  the  nature  and  purpose  of  transactions  in  funds  which  have 
differing  (often  conflicting)  objectives  ( i.e. ,  a  disclosure  problem). 

(ii)  Consolidated,  cost  oriented  statements  focus  on  the  input  side,  whereas  evaluation 
should  be  on  the  output  (accomplishment)  side. 

(4)  (c)  Students  must  recognize  that  proportionate  consolidation  is  unique  to  joint  venture 

presentation  and  is  not  appropriate  in  any  other  situation  in  Canadian  accounting. 

Q.9  Amortization  applies  to  lessee  accounting  because  the  lessor  must  not  amortize  (or  depreciate) 
the  same  asset.  When  leased  facilities  are  capitalized  by  the  lessee,  depreciable  assets  should 
be  amortized  on  a  basis  that  is  consistent  with  the  lessee’s  depreciation  policies  for  other, 
similar  fixed  assets  (3065 .17). 

(2)  The  gross  amount  of  assets  under  capital  leases  and  related  accumulated  amortization  should 
be  disclosed  by  major  category  (3065.21). 

(2)  The  amount  of  amortization  included  in  the  determination  of  net  income  should  be  disclosed 
separately  (3065.25). 


END  OF  SOLUTIONS 
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C  AN  ADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ACCOUNTING  THEORY  421  EXAMINATION 
March,  1981 


Time:  3  Hours 

There  are  many  approaches  to  a  theory  of  accounting.  McDonald  (in  Appendix  1  of  Lesson  1) 
adopted  a  framework  consisting  of  theories  of  accounting  and  theories/or  accounting. 

Required: 


Explain  McDonald’s  framework  and  name  an  example  of  each  type  of  theory. 

Present  the  arguments  for  and  against  the  position  stated  below: 

The  Accounting  Research  Committee  believes  that  genera]  price-level  financial  statements  or 
pertinent  information  extracted  from  them  present  useful  information  not  available  from  basic 
historical-dollar  financial  statements,  but  general  price-level  statements  should  not  be  pre¬ 
sented  as  the  basic  statements.  The  Committee  believes  that  general  price-level  information  is 
not  required  at  this  time  for  fair  presentation  of  financial  position  and  results  of  operations  in 
conformity  with  generally  accepted  accounting  principles  in  Canada. 

Situations  occasionally  arise  where  the  financial  statements  for  a  period  include  gains  or  losses 
which  should  be  related  to  the  income  of  prior  periods. 

Required: 

(a)  Explain  the  general  characteristics  of  a  prior  period  adjustment. 

(b)  Are  there  any  exceptions  where  these  general  characteristics  do  not  apply  ?  Explain. 

(c)  Describe  the  financial  statement  presentation  of  prior  period  adjustments. 

Discuss  the  conceptual  issues  concerning  the  capitalization  and  amortization  of  intangibles. 

There  is  only  one  significant  difference  between  the  recently  promulgated  (then  suspended) 
Canadian  accounting  for  Foreign  Currency  Translation  and  the  U.S.  FASB  8  provisions 
discussed  in  the  lesson  materials. 

Required: 

(a)  Explain  the  difference. 

(b)  Discuss  the  conceptual  considerations  involved  in  the  two  similar  (U.S.-Cdn. (provisions. 

Discuss  the  conditions  under  which  the  cost,  the  equity  or  the  modified  equity  method  is 
appropriate  for  accounting  for  inter-corporate  investments.  Discuss  sources  of  authority  for 
Canadian  practice. 

What  is  the  required  Balance  Sheet  disclosure  for  an  organization’s  pension  plan  liability? 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ACCOUNTING  THEORY  421  EXAMINATION 
MARCH,  1981 
EXAMINER  S  COMMENTS 


General 

There  were  two  key  problems:  ( 1 )  Students  still  do  not  seem  to  key  their  study  efforts  on  the  Lesson  Notes.  At  least 

three  questions  could  have  been  answered  directly  from  the  course  notes.  (2)  Many  students  do  not  know 

intermediate  accounting  topics  which  are  prerequisite  to  this  course. 

Specific 

Q.l  Many  students  described  Hendriksen’s  framework  (the  Dec/80  question!)  rather  than  McDonald's. 

Many  did  not  name  examples  of  theories.  McDonald  is  featured  in  Lessons  1  and  10! 

Q.2  Almost  universally,  students  argued  for  and  against  GPLA  itself,  rather  than  for  and  against  the  ARC 

position  statement.  Markers  awarded  full  marks  for  such  an  approach  inspite  of  the  wording  of  the 
question.  Some  students  presented  arguments  for  only  one  way,  thus  limiting  their  potential  to  eight 
marks. 

Q.3  Parts  (b)  and  (c)  were  affected  by  Handbook  release  34,  so  either  the  old  or  new  answer  was  eligible  for 

full  marks.  Some  students  confused  prior  period  adjustments  with  extraordinary  items. 

Q.4  The  answer  to  this  question  could  be  drawn  directly  from  the  Lesson  Notes.  Many  students  seemed  able 

to  deal  with  goodwill  and  not  other  intangibles.  In  general,  this  question  was  not  well  handled. 

Q.5  As  with  question  4,  the  answer  to  this  question  can  be  drawn  directly  from  the  course  notes.  Many 

students  seem  confused  over  accounting  for  foreign  operations,  let  alone  the  conceptual  considerations 
behind  the  accounting. 

Q.6  This  question  was  similar  to  one  on  the  Dec/80  exam.  Again,  many  students  confused  reporting  issues 

and  consolidation  with  the  accounting  issues  required  in  the  question.  Generally,  students  seemed  quite 
unfamiliar  with  Handbook  requirements  and  other  course  materials.  For  the  last  part,  the  question 
required  a  discussion  of  sources,  yet  most  students  simply  named  the  Handbook ,  rather  than  citing  the 
‘gaps  and  overlaps’  which  were  emphasized  in  the  course  notes  and  related  readings. 

Q.l  This  short  question  was  quite  well  done  and,  again,  could  have  been  abstracted  directly  from  the  Lesson 

Notes. 
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Marks 

CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 

ACCOUNTING  THEORY  421  EXAMINATION 

March,  1981 

SUGGESTED  SOLUTIONS 

Time:  3  Hours 

14  Q.  1 

(Source  L.  1,  Sec.  2) 

(5) 

Theories  of  accounting  are  descriptive ,  in  that  they  describe  what  accountants  do  (a  pragmatic 
approach)  and  attempt  to  generalize  rules  or  principles.  A  less  pragmatic  approach  would 
analyse  the  methods  used  by  accountants  (but  not  necessarily  in  order  to  improve  them) 
(McDonald  p.  44). 

(2) 

ex.  (1)  Grady’s  Inventory  (ARS  #7) 

(2)  APB  Stmt.  4.  Basic  Concepts  .  .  . 

(3)  Ijiri  s.  Foundations  of  Acctg.  Measurement 

(4)  Other  acceptable  examples 

(5) 

Theories/or  accounting  are  normative  or  prescriptive  in  that  they  prescribe  what  accountants 
ought  to  do.  Such  structures  should  encompass  both  known  and  unforeseen  circumstances 
(McDonald  p.  67). 

(2) 

ex.  (1)  Moonitz&  Sprouse’s  ARS  #1  &  #3 

(2)  AAA’s  ASOBAT 

(3)  Edwards  &  Bell  Business  Income 

(4)  R.  Chambers’,  Acctg.,  Evaluation  and  Economic  Behavior 

(5)  Other  acceptable  examples 

16  Q.  2 

(8) 

Basically,  one  must  explore  the  issues  that  lead  the  ARC  to  question  the  need  for  GPL 
statements  as  the  basic  statements.  Many  arguments  can  be  presented  which  criticize  the 
position .  First,  it  is  a  normative  (patronizing?)  type  of  statement;  the  “we  know  what’s  best  for 
you"  kind  of  statement.  The  key  lies  in  the  reference  to  GAAP.  It  is  true  that  GPLA  violates 
GAAP  to  some  degree,  but  the  ARC  has  overlooked  the  fact  that  the  dollar  is  no  longer  stable, 
and  that  understatement  of  values  is  as  bad  as  overstatement. 

Secondly,  the  ARC  does  recognize  that  GPL  statements  present  information  not  available  in 
historical  cost  statements.  But,  the  ARC  assumes  that  GPL  statements  somehow  do  not  fairly 
present  the  financial  position  insofar  as  GAAP  is  concerned. 

Basic  overriding  factor  is  that  GAAP  adheres  to  historical  cost  and  at  present  does  not 
recognize  any  alternate  valuation  methods,  (even  those  that  only  correct  for  deficiencies  in  the 
measurement  scale). 

Page  1  of  4 


295 


(8) 

On  the  other  hand  arguments  can  be  made  to  support  the  quotation;  primarily  because  of  GPLA 
computation  problems: 

—  which  index  do  you  use  for  conversion? 

—  what  about  specific  price  changes? 

—  what  about  comparability  with  other  companies,  and  past  statements? 

—  the  market  can  make  the  adjustments  automatically  (EMH), 

—  intelligent  investors  can  generate  the  numbers  themselves. 

Another  point  that  might  be  raised  is  the  resulting  gains/losses  on  monetary  items  —  what  do 
you  do  with  them?  ARC  may  be  unwilling  to  tackle  this  issue,  which  would  be  necessary  if 
GPLA  were  basic  statements.  Also,  tax  issues  will  only  confuse  the  situation. 

Overall,  the  above  problems  can  be  used  to  support  the  ARC’S  decision  to  have  GPL  as 
supplementary,  and  not  basic  statements. 

15  Q.  3 

(Sources,  Ln.  3,  Sec.  2 ,HB  3600,  Hen.  p.  165-6) 

(6) 

(a)  Prior  period  adjustments  have  the  following  four  characteristics;  (3600.03) 

i)  specifically  identifiable  &  related  to  a  particular  period, 

ii)  not  attributable  to  economic  events  occurring  subsequent  to  the  prior  period, 

iii)  depend  on  determinations  by  persons  outside  management  or  owners,  and. 

iv)  could  not  have  been  reasonably  estimated  beforehand. 

(4) 

(b)  Exceptions  are: 

i)  retroactive  changes  in  the  application  of  accounting  principles  (3600. 11),  and, 

ii)  correction  of  prior  periods’  errors  (3600.13),  which  receive  the  same  treatment  as 
P.P.  A.  even  though  they  do  not  have  all  four  above  characteristics. 

(5) 

(c)  Treatment  is  “off  the  income  statement’’,  as  an  exception  to  the  all-inclusive  rule.  The 
opening  balance  of  retained  earnings  is  adjusted  for  each  separate  P.P. A.  Also,  affected 
past  comparative  figures  are  restated.  (3600.06—.  10) 

16  Q.  4 

(Sources:  Hen.  Ch.  14,  Ln.  4,  Sec.  4) 

Hendriksen  devotes  all  of  Ch.  14  to  intangibles,  discussing  their  ( 1)  nature,  (2)  valuation,  and. 
(3)  amortization  in  turn. 

The  notes  (Sec .  4)  discuss  four  key  issues . 

(4) 

( 1 )  Are  intangibles  less  “worthy”  of  capitalization  than  tangibles? 

The  answer  would  seem  to  be,  “No”,  if  an  (capitalized)  asset  is  an  item  which  has  an  expected 
benefit  to  the  firm  beyond  the  current  operating  cycle  (Hen.  p.  427). 

(4) 

(2)  Should  only  externally  acquired  intangibles  be  capitalized? 

Based  on  our  cost  system  of  accounting,  few  would  argue  for  capitalization  of  internally 
generated  goodwill. 

S421M81 
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(4) 


(4) 


14  Q.  5 
(4) 


(10) 


S421M81 


(3)  Should  identifiable  intangibles  (e.g.  patents)  be  accounted  for  differently  than  unidentifi¬ 
able  intangibles?  (e.g.  goodwill)? 

There  seems  little  justification  for  different  handling,  because  either  can  have  a  resale  value 
and  an  on-going  value  to  the  owners.  Many  identifiable  intangibles  have  a  finite  life,  but  this  is 
relevant  only  for  amortization  purposes  (see  below). 

(4)  How  do  you  amortize  intangibles? 

Some  have  a  limited  legal  and/or  useful  life  (e.g.  patents)  while  others  do  not.  The  arbitrary  40 
years  maximum  period  is  indicative  of  problems  in  this  area. 

Other  issues  which  could  be  discussed  are: 

( 1 )  The  high  degree  of  uncertainty  in  the  valuation  of  the  future  benefits  to  be  received. 

(2)  The  general  conceptual  problems  with  amortization  (Thomas)  and  the  compounded 
problem  with  intangibles  with  no  physical  existence  and  where  even  estimating  expected  life 
presents  difficulties. 

(3)  The  double  charging  issue  for  intangibles  with  indefinite  lives  where  current  expenditures 
are  made  to  maintain  their  value. 


(a)  The  difference  is  in  the  handling  of  unrealized  gains  (or  losses)  on  the  translation  of 
non-current  monetary  items.  The  U.S.  FASB  8  allowed  no  deferral,  whereas  deferral  and 
amortization  over  the  remaining  life  was  allowed  under  1650.51.  There  was  no  difference  in 
the  handling  of  current  monetary  items  or  non-current  monetary  items  without  an  ascertainable 
life.  Of  course,  under  the  temperal  method,  translation  gains  or  losses  do  not  arise  for 
non-monetary  items. 

(b)  Conceptual  considerations  involved  relate  to  the  desire  to  have  foreign  operations  ex¬ 
pressed  in  local  (Can.  $  or  US  $  resp.)  currency. 

The  historical  cost  concept  would  indicate  that  non-monetary  items  be  translated  at  historic 
rates  to  keep  the  cost  at  historical  cost’  .  A  decline  in  the  rate  of  exchange  (or  gain) 
subsequent  to  acquisition  date  should  not  result  in  a  gain/loss  since  the  historical  cost  in 
equivalent  dollars  has  not  changed. 

—  Temporal  method  results  in  exchange  rates  determined  by  measurement  bases  employed  in 
the  accounting  system. 

Historical  costs  translated  at  historic  rates  do  not  provide  readers  of  financial  statements 
with  any  interpretation  of  the  real  world  as  it  currently  exists.  All  cash  and  claims  to  cash  in  a 
foreign  currency  represent  purchasing  power  in  the  foreign  country,  and  therefore  should  be 
translated  at  the  rate  prevailing  as  of  the  statement  date. 

—  Inclusion  of  gains,  and  losses  in  income  makes  no  sense  since  the  gain/loss  itself  makes  no 
sense:  it  is  likely  that  the  foreign  items  are  used  in  the  foreign  operation,  and  not  in  the  domestic 
operation.  The  income  of  the  subsidiary  results  from  operations  within  the  foreign  environ¬ 
ment,  without  reference  to  the  domestic  area.  However,  the  intention  of  FASB  8  is  to  show 
gains  as  if  we  were  going  to  convert  the  foreign  operations  to  domestic  currency. 

—  In  general,  the  overriding  objective  of  the  Cdn.  and  US  releases  was  to  remeasure  the 
operations  of  foreign  units  by  solely  translating  the  unit  of  measure  without  changing  the 
accounting  principles  used. 
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15 


15  Q.  6 

(Source  Ln.  8,  Sec.  2  &  3) 

Use  Equity  Method  when: 

(5) 

i)  have  control  (I  >  50%) 

ii)  have  significant  interest  (I  &  20%)  (3050.21) 

Use  Cost  Method  when: 

(5) 

i)  not  significant  influence  (1  <  20%)  (3050.26)  (=  portfolio  investment) 

ii)  control  may  be  impaired  (3050.08)  (3050.23) 

iii)  where  increase  in  subsid’s.  equity  will  not  accrue  to  parent/investor  (3050.08) 

Use  Modified  Equity  Method  when: 

(2) 

i)  GAAP  not  used  for  subsid’s.  accounting  (e.g.  banking,  finance  co.s).  (3050. 12) 

ii)  Control  temporary  (3050. 10) 

(3) 

Canadian  H andbook  Sources  are  confusing  (Ln.  8.  Sec.  2)  because  of  the  gaps  and  overlaps  in 
Sec.  1580,  1600  &  3050,  but  Sec.  3050  actually  contains  the  relevant  information. 

It  is  not  necessary  to  quote H  B .  paragraphs  from  memory! 

10  Q.  7 

As  the  notes  (10:3)  point  out,  minimum  disclosure  is  the  actuarial  liability  figure,  the  assets  in 
the  pension  fund,  and  the  unfunded  liability.  This  is  spelled  out  in  more  detail  in  3460.26, 
where  the  costs  for  the  liability  are  specified  as  (a)  current  and  past  service  pension  costs 
accrued  plus  application  of  any  change  in  accounting  principles,  (b)  the  amount  of  any 
transitional  provisions,  and  (c)  adjustments  from  actuarial  revisions. 

100 

END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ADVANCED  TAXATION  509  EXAMINATION 
December,  1980 


Marks 


Time:  3  hours 


NOTES:  I  This  examination  is  based  on  the  law  as  it  stood  on  January  1 ,  1980.  Please  write 
down  any  subsequent  amendments  on  which  you  based  your  study  for  this 
examination  on  the  inside  cover  of  your  examination  booklet. 

2.  To  obtain  tull  marks  to  a  question,  you  should  reference  your  answers  to  the 
applicable  provision/s  in  the  l.T.A.  If  a  reference  to  one  or  more  sections  in  the 
main  body  of  the  Act  and  to  the  ITAR  provisions  is  required,  the  applicable 
reference  should  be  given  with  the  relevant  part  of  your  solution. 

3.  You  should  try  to  keep  within  the  suggested  time  given  when  answering  a 
particular  question,  since  exceeding  the  time  limit  may  affect  your  overall 
performance. 


4.  Round  all  calculations  to  the  nearest  dollar. 


28  Q.  1  True  or  False.  Two  marks  for  each  question.  On  your  examination  booklet  write  down  the 

letters  (a)  to  (n)  and  "True”  or  “False"  for  each  case  and  the  appropriate  section  reference  to 

support  each  answer.  Suggested  time:  50  minutes. 

(a)  All  capital  properties  owned  by  a  taxpayer  are  deemed  to  be  disposed  of  immediately 
before  his  death  for  proceeds  equal  to  the  fair  market  value  of  the  property. 

(b)  D  dies  and  bequeaths  to  his  son  an  apartment  building  which  cost,  exclusive  of  land, 
$200,000.  The  building  has  an  undepreciated  capital  cost  of  $120,000  and  is  valued  a 
week  before  D’s  death  at  $320,000.  D’s  son  acquires  the  apartment  building  at  a  cost  of 
$320,000. 

(c)  A  taxpayer  may  take  a  reasonable  reserve  for  uncollectibility  of  sale  proceeds  of  capital 
property. 

(d)  The  deduction  for  charitable  donations  is  restricted  to  20%  of  taxable  income. 

(e)  In  1980  F  sells  ten  acres  of  land  (capital  property)  to  his  son,  K.  The  land,  which  has  a  fair 
market  value  of  $20,000  is  sold  by  F  for  $  15,000.  A  year  later  in  1981 ,  K  sells  the  land 
(capital  property)  to  a  third  party  for  $25,000  cash.  In  1981 ,  K's  capital  gain  from  the  sale 
of  the  ten  acres  is  $10,000. 

(f)  In  1980,  H,  a  resident  of  Canada,  sells  a  capital  property  to  his  wife,  W,  at  its  fair  market 
value  of  $20,000.  The  property  has  an  adjusted  cost  base  of  $10,000.  In  198! ,  when  the 
fair  market  value  of  the  property  is  $25,000,  W.  who  is  also  a  Canadian  resident,  sells  the 
property  to  her  brother  for  $22,000  cash.  In  198 1 ,  W  must  report  a  capital  gain  of  $15,000 
from  these  transactions. 

(g)  A  and  B  are  partners  in  a  grocery  store  and  share  profits  as  follows: 

A  =  607c 
B  =  407c 

A's  spouse  is  employed  part-time  in  the  store  and  is  paid  a  salary  of  $3,000  per  year.  In 
1981  the  store  earned  a  net  profit  of  $30,000.  In  the  same  year  A's  income,  for  tax 
purposes,  from  the  grocery  store  is  $19,800. 

(h)  A  corporation  can  lose  its  right  to  a  refund  of  refundable  dividend  tax  on  hand. 
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(i)  A  doctor  sells  for  $300,000,  one  of  three  apartment  buildings  owned  by  him.  The  real 
estate  commission  of  the  sale  amounts  to  10%  of  the  selling  price.  The  building,  which  was 
acquired  in  1973.  had  an  original  cost  of  $310,000:  its  UCC  at  the  date  of  sale  was 
$280,000.  The  terminal  loss  on  the  sale  is  $10,000. 

(j)  A  depreciable  asset  with  an  original  cost  of  $100,000  was  depreciated  to  $80,000  (UCC) 
and  sold  for  $50,000.  The  allowable  capital  loss  on  the  sale  is  $15,000. 

(k)  T  owns  a  parcel  of  ten  acres  of  undeveloped  land  with  an  adjusted  cost  base  of  $7 .000  and  a 
fair  market  value  of  $14,000.  He  disposes  of  two  acres  for  $3,000.  The  adjusted  cost  base 
of  the  remaining  eight  acres  is  $4,000. 

(l)  A  subsidiary  of  a  public  corporation  automatically  qualifies  as  a  public  corporation. 

(m)  S  transfers  a  capital  property,  with  an  adjusted  cost  base  of  $10,000  and  a  fair  market  value 
of  $15,000.  to  a  corporation  in  return  for  one  share  of  the  corporation  and  $15,000  cash. 
Under  section  85  the  lower  and  upper  limit  of  the  amount  elected  for  the  transferred 
property  is  $15,000. 

(n)  An  employee  obtains  an  interest-free  ‘housing  loan'  of  $70,000  from  his  employer  on 
January  1 ,  1980.  The  entire  principal  amount  of  the  loan  remains  outstanding  all  through 
the  year.  The  employee  is  required  to  include  $1,700  in  his  income  for  1980. 

10  Q.  2  Suggested  time:  18  minutes. 

In  1979  Tom  Brown  sold  all  of  his  shares  of  Opco  Ltd.  on  the  following  terms: 

(a)  he  received  $300,000  cash  on  signing  the  contract  of  sale; 

(b)  he  is  to  receive  an  amount  equal  to  25%  of  Opco’s  net  income  for  the  next  five  years; 

(c)  he  is  guaranteed  a  minimum  payout  of  $200,000  per  year  for  the  next  five  years. 

The  adjusted  cost  base  of  the  shares  of  Opco  Ltd.  at  the  date  of  the  sale  was  $600,000. 

The  following  payouts  are  made  pursuant  to  the  earnout  agreement: 

1980  —  $400,000 

1981  —  $300,000 

Required: 

Calculate  the  minimum  amount  that  Tom  Brown  must  include  in  his  income  in  each  of  the  years 

1979  and  1980. 


20  Q.  3  Suggested  time:  36  minutes. 

Frank  Jones,  an  individual  with  a  federal  marginal  tax  rate  of  36%,  holds  Canadian  invest¬ 
ments  in  his  wholly-owned  private  corporation  (M.  Ltd.)  that  earns  all  of  its  income  in  Alberta. 
In  1980  these  investments  yielded  the  following  income: 

Portfolio  dividends  from  taxable  public  corporations  $6,000 

Interest  on  bonds  4,000 


Required: 

Assuming  an  Alberta  corporate  tax  rate  of  1 1%,  an  Alberta  individual  tax  rate  of  38.5%,  and 

assuming  that  M.  Ltd.  pays  out,  with  a  time  lag  of  one  year,  all  of  its  income  in  the  form  of 

dividends,  calculate  the  following: 

(6)  (a)  The  total  corporate  tax  payable  by  M.  Ltd.  in  1980. 

(6)  (b)  The  balance  in  M.  Ltd.’s  refundable  dividend  tax  on  hand  at  the  end  of  1980. 

(8)  (c)  Calculate  the  net  tax  payable  by  him  on  the  dividend,  assuming  that  M.  Ltd.  pays  Frank 

Jones  a  dividend  of  $10,000  in  1981 
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20  Q.  4  Suggested  time:  36  minutes. 

Corp.  T  is  a  Canadian-controlled  private  corporation  that  commenced  business  in  the  year 
1980  and  earned  the  following  amounts: 


Year 

Amount 

Type  of  Income 

1980 

$100,000 

Active  Business  Income  (ABI) 

1981 

100,000 

Non-Qualifying  Business  Income  (NQB1) 

1982 

100,000 

Active  Business  Income 

T  paid  dividends  as  follows: 

1981 

$100,000 

1982 

1 16,667 

Required: 

(6 )  (a)  Calculate  the  net  income  after  tax  of  Corp .  T  for  each  of  the  years  1 980,  1 98 1  and  1 982 . 

( 14)  (b)  Calculate  the  cumulative  deduction  account  of  Cotp.  T  for  each  of  the  years  1980.  1981 

and  1982. 

22  Q.  5  Suggested  time:  40  minutes. 

Company  Blue  acquired  the  following  shares  in  Company  White 
1,000  Class  A  voting  common  shares  (5  $100 
1.000  Class  B  non-voting  common  shares  (2  $100 
1 .000  5%  non-cumulative  preferred  shares 
$100  par  value  (ci  $100 


in  1961: 

$100,000 

100,000 

100,000 

$300,000 


Company  White  was  amalgamated  with  Company  Green  in  1979  to  form  Company  Red.  One 
common  share  of  Red  was  received  for  each  Class  A  and  each  Class  B  share  of  White.  One  6% 
cumulative  redeemable  preferred  share,  $100  par  value,  was  received  for  each  5%  preferred 
share  of  White .  (Assume  that  the  common  and  preferred  shares  of  Red  have  a  value  of  $  1 1 0  and 
$75  respectively.)  The  preferred  shares  are  redeemed  shortly  after  the  amalgamation  for 
$100. 

The  value  of  the  shares  at  December  31,  1971  and  in  1979  at  the  time  of  the  amalgamation 
were: 


Class  A  Common 

December  31,  1971 

$100 

1979 

$100 

Class  B  Common 

95 

110 

Preferred 

55 

50 

Required: 

(a)  What  is  the  ACB  of  the  shares  of  Red  in  the  hands  of  Blue? 


(b)  What  gain,  if  any,  arose  on  the  redemption  of  the  preferred  shares  of  Red? 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Specific 

Q.l 

Q.2 

Q.3 

Q  4 

Q.5 


ADVANCED  TAXATION  509  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


Although  this  question  was  comparatively  easy,  students  did  only  moderately  well.  A  lot  of  students  did 
not  properly  read  the  question.  Others  wasted  time  by  giving  long  answers  which  were  not  called  for  in 
the  question. 

While  most  students  handled  the  calculation  of  the  1979  Capital  Gain  reasonably  well,  very  few  were 
able  to  calculate  the  1980  Capital  Gain.  Particularly,  students  missed  the  requirement  of  sub.  para.  40 
(l)(a)(ii)  that  a  reserve  taken  in  one  year  must  be  brought  into  income  in  the  following  year.  Also,  some 
students  concentrated  their  entire  solution  to  IT-426  “Shares  Sold  Subject  to  an  Earn  Out  Agreement.” 
There  was  nothing  in  the  question  to  indicate  that  the  five  necessary  pre-conditions  to  the  application  of 
IT-426  were  satisfied. 

This  question  was  generally  well  handled  by  most  students. 

Question  4  was  moderately  well  answered  by  most  students.  A  few  students  did,  however,  have 
difficulty  with  the  calculation  of  the  cumulative  deduction  account,  particularly  for  the  years  1981  and 
1982.  Quite  a  few  students  had  difficulty  with  the  ‘specified  addition’  and  ‘specified  deduction’  in  the 
years  1981  and  1982. 

This  question  was  generally  inadequately  answered  by  most  students.  Specifically,  a  lot  of  students 
missed  the  ITAR  provisions  applicable,  particularly  ITAR’s  26(8)  and  (21).  A  few  students  were 
unaware  of  the  median  rule. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  TAXATION  509  EXAMINATION 
December,  1980 
SUGGESTED  SOLUTIONS 


Marks 


Time:  3  hours 


28  Q.  I 

(a)  False;  depreciable  property  is  not  disposed  of  at  FMV.  Statutory  Reference:  70(5)(a). 

(b)  False;  son  acquires  at  cost  of  $220,000  —  i.e. ,  at  same  value  as  father’s  deemed  proceeds 
of  disposition.  Statutory  Reference:  70(5 )(d). 

(c)  False;  debts  established  as  bad  debts  are  written-off  but  no  reserve  is  allowed.  Statutory 
Reference:  50. 

(d)  False;  limitation  is  calculated  by  reference  to  income  not  taxable  income.  Statutory 
Reference:  110(l)(a),  also  110(1  )(b). 

(e)  True;  the  cost  base  to  K  is  his  actual  cost.  Para  69(1  )(a)  does  not  apply.  Statutory 
Reference:  53(1). 

(f)  False;  any  capital  gain  is  deemed  to  belong  to  the  transferor  H.  Statutory  Reference- 
74(2)(a). 

(g)  True;  60%  x  $3,000  must  be  added  to  A’s  share  of  the  profits  from  the  partnership. 
Statutory  Reference:  74(4). 

(h)  True.  Statutory  Reference:  129(1). 

(i)  True;  the  building  is  a  separate  class  for  CCA  purposes.  Statutory  Reference-  Reg 
1 101(lac). 

(j)  False;  cannot  have  capital  loss  on  depreciable  property.  Statutory  Reference:  39(l)(b)(i). 

(k)  False.  Statutory  Reference:  43  and  IT-264. 


Proceeds 

$3,000 

ACB  (3,000  X  50%) 

($1,500) 

Capital  Gain 

$1,500 

ACB  of  remaining  eight  acres 

($7,000  -  $1,500) 

$5,500 

(l)  False;  must  specifically  qualify  under  the  Act.  Statutory  Reference:  89(1  )(g). 

(m) True.  Statutory  Reference:  85(l)(b)  and  (c). 

(n)  True.  Statutory  Reference:  80.4(1). 
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10 


$161,538 

$344,616 


Q.  2  Minimum  amounts  to  be  included  in  income  by  Tom  Brown: 

1979  Capital  Gain 

1980  Capital  Gain 

1979 

Proceeds  of  Disposition: 


Cash 

$  300,000 

Minimum  Payout 

1 ,000,000 

$1 

'.300,000 

ACB  of  Shares 

600,000 

Gain 

$ 

700.000 

Less:  maximum  reserve 

Unpaid  Proceeds 

x  Capital  Gain 

Total  Determinable  Proceeds 

1 ,000,000 

1.300,000  x  S700-000 

(538,462) 

1979  Capital  Gain 

$ 

161,538 

1980 

Additional  Proceeds 

$  200,000 

1979  Reserve 

538,462 

$ 

738.462 

ACB  of  Shares 

NIL 

Gain 

$ 

738.462 

Less:  maximum  reserve 

800,000 

1,500,000  x  $738'462 

(393,846) 

1980  Capital  Gain 

$ 

344,616 
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20  Q.  3 

(6)  (a)  M.  Ltd. 

Total  investment  income 
Less:  Inter-corporate  dividends 
Taxable  income 

Part  1  tax  —  46%  x  $4,000 
Less:  Provincial  abatement 
10%  x  $4,000 

Alberta  tax —  11%  x  $4,000 
Part  I  tax 

Part  IV  tax  —  25%  x  $6,000 
Total  tax  payable 

(6)  (b)  RDTOH  of  M.  Ltd. 

Part  IV  tax  —  25%  x  $6,000 

Canadian  investment  income  $10,000 

Less:  Taxable  dividends  (6,000) 

$  4.000 

16.67%  x  $4,000 
Balance  in  RDTOH 

(8)  (c)  Calculation  of  Tax  Payable  by  Frank  Jones 

Dividend  received 
Gross-up  by  50% 

Tax  (5  36%  X  $15,000 
Dividend  tax  credit  (Vt  x  $5,000) 

Federal  tax  payable 

Alberta  tax  —  38.5%  x  $1,650 

Net  individual  tax  paid  by  Jones 


S509D80 


$10,000 

(6,000) 

$  4,000 

$  1.840 

(400) 

$  1.440 
440 

$  1,880 
1,500 
$  3,380 


$  1,500 


667 
$  2,167 

$10,000 

5,000 

$15,000 

5,400 

(3,750) 

$  1,650 
635 
$  2,285 
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20  Q.  4 

(6)  (a)  Calculation  of  Net  Income  After  Tax  (NIAT): 


Year  1980 

ABI  $100,000 

Tax  @  25%  (25,000) 

Net  Income  After  Tax  $  75,000 


Year  1981 

NQBI  $100,000 

Tax  @  33 '/3%  (33,333) 

Net  Income  After  Tax  $  66,667 


Year  1982 

ABI  $100,000 

Tax  @  25%  (25,000) 

Net  Income  After  Tax  $  75,000 


(14)  (b)  Calculation  of  CDA 

1980  Opening  Balance  NIL 

Add:  Taxable  Income  $100,000 

Closing  Balance  100,000* 


1981  Opening  Balance  $100,000 

Add:  Specified  addition 

1/8  x  $100,000*  12,500 

Taxable  Income  100,000 

$212,500 

Less:  3/2  x  Dividends  Paid 

3/2  X  $100,000  (150,000) 

Closing  Balance  $  62.500** 


1982  Opening  Balance  $  62,000 

Add:  Taxable  Income  100,000 

162,500 

Less:  Specified  reduction 

1/9  X  $62,500**  (6,944) 

Dividends  paid 

4/3  x  $116,667  (155,556) 

Closing  Balance  NIL 
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Q.  5  (a)  ACB  of  shares  of  White  to  Blue 

A  B  Pref. 

$100  $100  $100 

100  95  55 

100  110  50 

100  100  55 

ACB  of  shares  of  Red  to  Blue 

As  per  1TAR  26(21 )  the  neutral  zone  components  will  flow  across  to  the  shares  of  Red  as 
follows: 

Common*  Common* 

for  A  for  B  Pref. 

Cost  $100  $100  $100 

V-Day  value  100  95  55 

identical  property  rule  in  Section  47  does  not  apply  to  pre-1972  property  (1TAR  26(8)). 

(b)  Redemption  of  preferred 

Redemption  proceeds  $100 

ACB 

Cost  $100 

V-Day  value  55 

Proceeds  100  |QQ 

$N1L 


Cost 

V-Dav  value 
FMV" 

ACB 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ADVANCED  TAXATION  509  EXAMINATION 
MARCH,  1981 

MARKS  TIME:  3  HOURS 


NOTES: 

1.  This  examination  is  based  on  the  law  as  it  stood  on  Jan.  31,  1980.  Please  write  down 
any  subsequent  amendments  on  which  you  based  your  study  for  this  examination  on 
the  inside  cover  of  your  examination  booklet. 

2.  To  obtain  full  marks  to  a  question,  you  should  reference  your  answers  to  the  applicable 
provision/s  in  the  I.T.A.  If  a  reference  to  one  or  more  sections  in  the  main  body  of  the 
Act  and  to  the  ITAR  provisions  is  required,  the  applicable  reference  should  be  given 
with  the  relevant  part  of  your  solution. 

3.  You  should  try  to  keep  within  the  suggested  time  given  when  answering  a  particular 
question,  since  exceeding  the  time  limit  may  affect  your  overall  performance. 

4.  Round  all  calculations  to  the  nearest  dollar. 

28  Q.l  Suggested  Time:  50  mins. 

True  or  False.  2  marks  for  each  question. 

In  your  examination  booklet  write  down  the  letters  (a)  to  (n)  and  “True”  or  “False”  for  each 

case  AND  the  appropriate  section  references  to  support  each  answer. 

(a)  T  owns  100  shares  of  XYZ  Ltd.  which  he  acquired  in  1973  at  a  cost  of  $10  per  share.  In 
1980,  T  received  a  dividend  of  $1  per  share.  In  the  same  year  he  disposed  of  the  shares 
for  $12  per  share.  T’s  property  income  in  1980  from  these  transactions  was  $200. 

(b)  In  January  1980,  T  purchased  Japanese  Yen  as  an  investment.  Later  in  the  year  he  sold 
the  Yen  for  a  gain  of  $450.  During  the  same  period  he  lost  $200  on  investments  in 
Italian  Lire.  T  must  include  in  income  for  1980,  $125  as  taxable  capital  gains. 

(c)  In  1970  XYZ  Ltd.  (a  manufacturing  company)  issued  bonds,  with  a  face  value  of 
$1,000,  priced  at  $970.  The  fair  market  value  of  these  bonds  on  valuation  day  was  $900. 
In  1980,  XYZ  Ltd.  purchased  these  bonds  on  the  open  market  and  paid  $870.  XYZ 
must  include  as  a  capital  gain  for  1980  the  sum  of  $100  per  bond  purchased. 

(d)  A  trust  can  designate  that  a  reasonable  portion  of  its  net  taxable  capital  gains  or 
allowable  capital  losses  be  considered  to  be  the  income  or  loss  of  certain  “preferred 
beneficiaries.” 

(e)  The  capital  gains  of  a  registered  retirement  savings  plan  trust  are,  upon  payment  to  a 
beneficiary  under  the  plan,  taxed  as  ordinary  income  to  the  beneficiary. 

(f)  Charitable  donations  are  not  deductible  in  computing  the  income  of  a  partnership. 

(g)  A  subsidiary  of  a  public  corporation  automatically  qualifies  as  a  public  corporation. 

(h)  X  and  Y  are  partners  in  an  accounting  firm  and  share  profits  in  a  ratio  of  3:1 
respectively.  X  transfers  a  capital  property  with  an  adjusted  cost  base  of  $10,000  and  a 
fair  market  value  of  $20,000  to  the  partnership, and  receives  in  return  $5,000  cash.  For 
tax  purposes  X  and  Y  can  elect  to  transfer  the  property  at  any  value  between  $5,000 
and  $20,000. 
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(i)  Assume  that  in  (h)  above,  X  and  Y  jointly  elect  a  value  of  $5,000  to  be  assigned  to  the 
transferred  capital  property.  X  can  deduct  a  capital  loss  of  $5,000. 

(j)  On  March  2,  1980,  T  disposed  of  100  shares  of  XYZ  Ltd.  for  proceeds  of$l,000.  The 
total  adjusted  cost  base  of  the  shares  was  $1,700.  On  March  31,  1980,  T’s  wife,  an 
independently  wealthy  person,  purchased  100  shares  of  XYZ  Ltd.  on  the  Toronto 
Stock  Exchange  for  a  total  cost  of  $800.  She  sold  these  shares  on  July  31,  1980  for  net 
proceeds  of  $  1 ,600.  T  s  wife  must  include  a  capital  gain  of  $  100  from  this  transaction. 

(k)  T  is  a  farmer  in  Alberta.  In  1980  he  sold  ten  acres  offarmland  to  his  son,  who  also  lives 
in  Alberta,  for  $30,000.  The  land,  which  had  originally  cost  $40,000,  was  valued  at 
$60,000.  For  tax  purposes  T  can  elect  a  value  between  $40,000  and  $60,000  for  the  ten 
acres  of  land  sold  to  his  son. 

(l)  ABC  Ltd.,  a  corporation  resident  in  Canada,  has  the  following  share  structure: 

25%  owned  by  A  Ltd.,  a  public  corporation; 

25%  owned  by  X,  a  resident  of  France; 

30%  owned  by  Y,  a  Canadian  resident;  and 

20%  owned  by  Y  Ltd.  (private  corp.)  controlled  by  Y. 

ABC  Ltd.  can  qualify  for  the  “small  business  deduction.” 

(m)  In  a  statutory  amalgamation  a  “new  corporation”  is  required  to  make  its  income  tax 
installments  on  the  installment  base  of  its  “predecessor  corporation.” 

(n)  A  Ltd.  and  B  Ltd.  amalgamate  within  the  meaning  of  section  87.  Prior  to  the 
amalgamation,  A  Ltd.  owned  a  capital  property  that  had  a  cost  of  $100  and  a 
Valuation  day  value  of  $50.  The  FMV  of  the  property  on  amalgamation  was  $75.  If  AB 
Ltd.  subsequently  sells  the  property  for  $150,  its  taxable  capital  gain  is  $25. 
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12 


Q.2 

(4) 


Suggested  Time:  22  mins. 


10 


(a)  In  1979,  T  sold  a  capital  property  (adjusted  cost  base  —  $7,000)  for  $15,000.  Selling 
expenses  amounted  to  $1,000.  The  purchaser  paid  $5,000  as  a  down  payment  and 
agreed  to  pay  the  balance  in  equal  installments  over  the  next  two  years.  Assuming  that 
T  wants  to  minimize  his  capital  gains,  calculate  his  taxable  capital  gain  for  1981. 


(4)  (b)  Jones  and  Black,  partners  in  an  accounting  firm,  share  profits  in  a  ratio  of  3:1 

respectively.  The  firm  employs  Black’s  wife  as  a  secretary  and  pays  her  an  annual 
salary  of  $8,000  which  is  deducted  in  calculating  the  partnership’s  net  income.  In  1980, 
Jones  received  $66,000  as  his  share  of  the  partnership  net  income.  Calculate  Black’s 
1980  partnership  income  for  tax  purposes. 


(4)  (c)  Blackcraft  donates  a  painting  with  an  adjusted  cost  base  of  $1,000  and  a  fair  market 

value  of  $10,000  to  an  art  gallery  registered  as  a  charity.  Blackcraft,  who  has  net 
income  of  $40,000  in  the  same  year  and  no  allowable  capital  losses,  designates  $  10,000 
as  the  value  of  his  donation.  Calculate  the  net  reduction  in  Blackcraft’s  taxable  income 
as  a  result  of  his  donation. 


Q.3  Suggested  Time:  18  mins. 


In  1979,  X  Corp.  Ltd.  issued  1,000  fully-paid  redeemable  preferred  shares  with  a  par  value  of 
$100  each,  and  100  common  shares  with  a  stated  value  of  $1  per  share.  A  purchased  10%  of 
the  redeemable  preferred  shares. 


In  1981,  X  Corp.  Ltd.  redeemed  one-half  of  its  issued  and  outstanding  preferred  shares  at  a 
price  of  $120  per  share.  The  shares  were  redeemed  on  a  pro  rata  basis  from  outstanding 
shares. 


Calculate  the  income  and  capital  gains  consequences,  if  any,  to  A  as  a  result  of  the  above 
corporate  transactions. 
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Q-4  Suggested  Time:  50  mins. 

business fsseKtn"0^"8  nnrelated  C3S£S  30  individual  <X>  resident  in  Canada  transfers 
earh  1  a  f!dela  y  incorporated  company  resident  in  Canada  (X  Corp.  Ltd  ).  In 

Assuming  .V  /  I!  reCe‘VeS  3t  leaSt  0ne  share  ,n  exchange  for  the  asset  transferred. 

"f  C3S6’ the  mdlvldual  and  ‘he  corporation  file  the  necessary  elections 
m  |2057)  snd  elect  the  amounts  indicated,  you  are  required  to  calculate  the  individual’s 
proceeds  of  disposition  according  to  the  provisions  of  the  Act. 


(a)  X  transfers  a  capital  property  with  an  ACB  of $100  and  FMV  of$80  to  X  Corp  Ltd 

in  return  for  a  promissory  note  of  $120.  He  elects  $100  as  his  proceeds  of 
disposition.  y 


(b)  X  transfers  two  capital  properties  to  which  the  following  data  applies. 

Property  1  Property  2 


ACB  $100 

FMV  150 

Elected  amount  90 


$150 

100 

80 


(c)  X  transfers  a  capital  property  with  an  ACB  of  $  1 00  and  FMV  of  $200  and  elects  $250  in 
respect  of  the  property. 


(d)  X  transfers  two  properties,  one  being  a  Class  8  asset  and  the  other  Class  10  The 
following  data  applies  to  these  two  properties: 


Class  8 


Class  10 


Cost  of  asset  $100 

UCC  50 

FMV  70 

Elected  Amount  40 


$100 

50 

20 

20 


(e)  X  transfers  three  Class  8  assets  whose  cost  and  FMV  are  as  follows: 


Property  A  Property  B  Property  C 


Cost  $100  $200  $150 

FMV  200  150  200 

The  undepreciated  capital  cost  (UCC)  of  the  class  is  $300.  X  designates  that  the  three 
assets  are  disposed  of  in  the  order  A,  B  and  C  and  elects  as  proceeds  $200,  $  100  and  $50 
respectively. 


(f)  X  transfers  real  property  inventory  that  has  a  cost  of  $100  and  fair  market  value  of  $200 
and  elects  $100  as  the  transfer  price. 

(g)  X  transfers  goodwill  purchased  in  1978  at  a  cost  of  $100.  The  FMV  of  the  goodwill  at 
the  time  of  the  transfer  is  $1 10  and  $5  has  been  written  off  under  paragraph  20(l)(b).  X 
elects  $45  as  his  proceeds  of  disposition. 
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Q.5  Suggested  Time:  40  mins. 


In  19B0  X  and  Y,  both  residents  of  Alberta,  formed  a  partnership  that  purchased  land  at  a 
cost  of  $48,000.  On  January  2,  1981  the  partnership  transferred  the  land  to  a  Canadian 
corporation  and  in  return  received  the  following: 


Cash  $12,000 

Preferred  shares  (F.M.V.)  12,000 

Common  shares  (F.M.V.)  24,000 


TOTAL  $48,000 


On  February  28,  1981  the  partnership  of  X  and  Y  was  wound-up.  X  received  a  two-thirds 
share  of  each  asset  distributed  by  the  partnership.  Assuming  that  X’s  partnership  interest 
has  an  ACB  of  $12,000,  calculate  his  gain  or  loss,  if  any,  on  the  disposition  of  his  interest. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Specific 

Q.l 

Q.2 

Q.3 

Q.4 

Q.5 


ADVANCED  TAXATION  509  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


This  question  was  generally  well  answered  by  most  students.  A  lot  of  students  did  not,  however,  cite 
statutory  references  as  required  by  the  question. 

Parts  (a)  and  (c)  of  this  question  were  generally  well  answered.  Many  students  missed  the  application 
of  the  attribution  rules  in  part  (b).  (Note:  This  examination  was  written  on  the  basis  of  the  law  as  it  stood 
on  January  31,  1980.) 

Although  most  students  correctly  calculated  the  deemed  dividend  received  by  A,  they  did  not  recognize 
the  related  capital  gains  adjustments. 

This  question  was  generally  well  answered  by  most  students. 

This  question  was  poorly  answered  by  most  students.  The  calculation  of  the  cost  of  preferred  and 
common  shares  was  missed  by  a  large  number  of  students. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ADVANCED  TAXATION  509  EXAMINATION 
MARCH,  1981 
SUGGESTED  SOLUTIONS 


MARKS 

TIME:  3  HOURS 

28  Q.l 

Statutory 

Reference 

(a) 

False: 

property  income  does  not  include  gains 

9(3) 

(b) 

False: 

capital  gain  =  $50 

$450  - (200  +  200) 
taxable  capital  gain  =  $25 

39(2) 

(c) 

False: 

the  capital  gain  is  the  difference  between  V-day 
($900)  and  the  purchase  price  ($870) 

ITAR  26(1.1) 

(d) 

False: 

cannot  designate  capital  losses  in  preferred 
beneficiary  election. 

104(21) 

(e) 

True. 

56(lXh)and 

146(8) 

(0 

True: 

only  deductible  in  computing  taxable  income  of 
each  partner. 

96(1) 

(g) 

False: 

must  specifically  qualify  under  the  Act. 

89(1  )(g) 

(h) 

True: 

97(2) 

(0 

False: 

X  is  a  majority  interest  partner  and  cannot 
claim  a  capital  loss  on  the  transfer. 

97(3) 

(j) 

True: 

ACB  of  spouse’s  shares  is  $800  +  $700  (superficial 
loss)  =  $1,500. 

54(i) 

(k) 

False: 

the  land  is  deemed  to  be  transferred  at  the  lesser 
of  ACB  and  FMV. 

73(3)(bXiii) 

(1) 

True: 

ABC  Ltd.  is  not  controlled  by  a  public  corp.  and/ 
or  non-residents.  Therefore,  it  can  qualify  if 
it  satisfies  the  other  requirement. 

125(6)(a) 
89(1  )(b) 
89(1  )(a) 

(m) 

False: 

a  “new  corporation’s”  first  taxation  year  is  deemed 
to  commence  at  the  time  of  amalgamation. 

87(2)(a) 

(n) 

True: 

$25  =  '/2  (150  -  100) 

The  tax  free  zone  carries  through  to  the  new 
corporation. 

ITAR  26(5.1) 
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Q.2 

(4)  (a)  1979 

Total  Gain  upon  disposition 

Less:  Reserve  under  subpara.  40(l)(a)(iii) 

7,000 

-  X  $10,000 

15,000 


$7,000 

(4,667) 


Capital  Gain 
Taxable  Capital  Gain 
1980 

Total  Gain  (subpara.  40(l)(a)(ii» 

Less:  Reserve  under  subpara.  40(  1  )(a)(iii) 

7,000 

-  X  $5,000 

15,000 


$2,333 

$1,167 


$4,667 

(2,333) 


Capital  Gain 
Taxable  Capital  Gain 
1981 

Total  Gain  (subpara.  40(  l)(a)(ii)) 

Less:  Reserve 

Capital  Gain 

Taxable  Capital  Gain 

(4)  (b)  Black’s  share  of  partnership  profits 

Add:  25%  of  wife’s  salary 

Black’s  1980  partnership  income 

(4)  (c)  Proceeds  of  disposition  $10,000 

ACB  1,000 

Capital  Gain  $  9,000 

Taxable  capital  gain 

Maximum  charitable  donation  (20%  X  $40,000) 

Net  reduction  in  taxable  income 


$2,334 

$1,167 


$2,334 

NIL 

$2,334 


$1,167 


$22,000 

2,000 


$24,000 


$4,500 

(8,000) 


($3,500) 
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S509M81 


Q.3  Dividend  deemed  paid  by  X  Corp.  Ltd.  - 
Amount  paid  on  redemption  of  shares 
(500  X  $120  per  share) 

Paid-up  capital  of  shares  redeemed 
(500  X  $100  per  share) 

Dividend  deemed  by  ss.84(3) 

Dividend  deemed  received  by  A  - 


-  x  $10,000 

500 

Amount  included  in  income 

Capital  Gain 

Proceeds  per  share 
$120  -  20* 
ACB  of  shares 


Capital  Gain 


*  $1,000 

50 


$20  (subpara.  54(h)(x)) 


$60,000 

50,000 

$10,000 


$  1,000 
$  1,000 


$  100 
100 

NIL 
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Q-4  proceeds  of  disposition  —  para.  85(1  )(c).  Note,  when  in  conflict,  para.  85(1  )(c) 

overrides  para.  85(l)(b). 

(b)  $100  proceeds  in  each  case  —  para.  85(l)(c.l). 

(c)  $200  proceeds  of  disposition  —  para.  85(1  )(c). 

(d)  Class  8  —  $50 
Class  10  —  20 


Paragraph  85(l)(e.l) 

Property  A 

Property  B 

Property  C 

Cost 

$100 

$200 

$150 

FMV 

$200 

$150 

$200 

UCC 

Elected 

$300 

$200* 

$  50** 

Amount 

$100 

$150 

$  50 

*  $300  - 

100  =  $200 

**  $200  - 

150  =  $  50 

Proceeds  = 

$200 

Subsection  85(1)  does 

not  apply  to  real  property  inventory. 

(g)  Deemed  elected  amount  =  $90  under  para.  85(l)(d). 
Cannot  be  less  than  the  least  of: 


(0 

2  x  CEC 

2  X  $45’ 

=  $  90 

(ii) 

Cost 

=  100 

(iii) 

FMV 

=  110 

►  (Zi 

X  $100) -  5 

=  $45. 
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Q.5  (a)  Cost  of  preferred  shares 

Lesser  of: 


(i)  fair  market  value  of  shares  (2/3  X  $12,000)  $  8,000 

(ii)  ACB  of  partnership  interest  less  FMV 
of  consideration  other  than  shares 

($12,000-  2/3  X  $12,000)  4,000 

(b)  Cost  of  common  shares 

ACB  of  partnership  interest  $12,000 

Less:  FMV  of  non-share  consideration  $8,000 


cost  of  preferred  shares  4,000  12,000 

NIL 


(c)  Proceeds  of  desposition  of  partnership  interest 


deemed  cost  of  preferred  shares  $  4,000 

deemed  cost  of  common  shares  NIL 

other  consideration  8,000 


TOTAL  PROCEEDS  $12,000 


(d)  Proceeds  of  Disposition 
ACB 

Capital  Gain 


$12,000 

12,000 

NIL 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 
ADVANCED  TAXATION  509  EXAMINATION 
JUNE,  1981 


MARKS 


28  Q.l 


TIME:  3  HOURS 


NOTES: 

1.  This  examination  is  based  on  the  law  as  it  stood  on  Jan.  I,  1980.  Please  write  down 
any  subsequent  amendments  on  which  you  based  your  study  for  this  examination  on 
the  inside  cover  of  your  examination  booklet. 

2.  To  obtain  full  marks  to  a  question,  you  should  reference  your  answers  to  the  applicable 
provision(s)  in  the  I  T.  A.  If  a  reference  to  one  or  more  sections  in  the  main  body  of  the 
Act  and  to  the  ITAR  provisions  is  required,  the  applicable  reference  should  be  given 
with  the  relevant  part  of  your  solution. 

3.  Round  all  calculations  to  the  nearest  dollar. 


Alpha  Ltd.,  a  Canadian  corporation,  with  a  calendar  year-end,  earned  operating  income  of 
$80,000  and  capital  gains  of  $  10,000  in  its  1980  taxation  year.  It  expects  to  earn  the  following 


amounts  in  its  1981  and  1982  taxation  years: 

Type  of  income  1981  1982 

(estimated)  (estimated) 

Capital  Gains  $  16,000  $  36,000 

Business  Income  100,000  120,000 

Total  net  income  $1 16,000  $156,000 


Delta  Ltd.,  a  Canadian  corporation  and  a  wholly-owned  subsidiary  of  Alpha  Ltd.,  is 
expected  to  incur  substantial  losses  in  1981.  Delta  Ltd.,  which  also  has  a  calendar  year-end, 
has  the  following  carry-forwards  from  prior  years: 


Business  Investment 

Net  Capital 

Incurred  In 

Business  Loss 

Loss 

Loss 

1981  (estimated) 
1979 

$50,000 

10,000 

$10,000 

$20,000 

1976 

5,000 

8,000 

REQUIRED: 

$65,000 

$10,000 

28,000 

On  the  assumption  that  the  winding-up  of  Delta  Ltd.  commences  in  July  1981,  all  of  its 
assets  are  distributed  on  November  30,  1981  and  its  charter  is  surrendered  on  June  30, 1982, 
recalculate  the  estimated  net  taxable  income  of  Alpha  Ltd.  from  each  of  the  years  1981  and 
1982. 
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Q.2  Fred  received  the  following  amounts  in  1980: 


Salary  (including  taxable  benefits  of  $845) 


Income  taxes  withheld 

$6,000 

C.P.P. 

191 

U.I.C.  contributions 

212 

R.P.P  contributions: 

-  current 

1,000 

-  past  while  not  a  contributor 

1,000 

$  32,845 


8,403 


Net  salary 

$  24,442 

Capital  gains 

40,000 

Lottery  winnings 

100,000 

Loss  of  office  payment 

30,000 

Lump-sum  payment  from  previous  employer’s  pension  plan 

75,000 

RHOSP  funds  received 

15,000 

Bonus 

15,000 

The  following  additional  information  applies  to  Fred: 

1)  He  transferred  $50,000  of  his  lump-sum  payment  of  $75,000  to  his  RRSP. 

2)  He  did  not  wish  to  purchase  an  owner-occupied  home. 

3)  He  earned  a  bonus  of  $20,000  in  1980.  Of  $15,000  bonus  received,  $10,000  was 
earned  in  1979  and  $5,000  was  earned  in  1980. 

4)  He  exercised  his  stock  option  on  1000  shares  in  1980;  cost  $  10.  Fair  market  value 
at  the  date  of  purchase  was  $15.  (The  corporation  is  not  a  CCPC.) 

5)  He  is  an  equal  member  of  a  three-man  partnership  which  had  a  $30,000  loss  for 
1980,  including  recaptured  capital  cost  allowance  of  $6,000. 

REQUIRED: 

Assuming  that  on  January  15,  1981  Fred  purchased  a  $90,000  income  averaging  annuity 
contract  that  paid  $1,000  per  month,  calculate  the  maximum  deduction  available  to  him 
under  section  61. 
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Q.3 


As  at  January  1,  1980,  Thomas  Bigg,  a  Canadian  resident,  owned  shares  of  the  following 
Canadian  corporations  listed  on  the  Toronto  Stock  Exchange. 


Date  of 

Acquisition  Company 


No.  &  Type 

of  Shares  Price  Paid* 


December  22,  1971 
March  31,  1972 
June  1,  1976 


Arnold  Co.  Ltd. 
Arnold  Co.  Ltd. 
Sony  Co.  Ltd. 


200  Common 
200  Common 
100  Common 


$20/share 

$30/share 

$50/share 


On  September  1 ,  1980,  Thomas  Bigg  received  the  following  stock  dividends  from  the  above 
corporations: 


Company 


No.  &  Type  of  Shares  FMV  of  Shares 


Arnold  Co.  Ltd. 
Sony  Co.  Ltd. 
Sony  Co.  Ltd. 


20  Common 
5  Common 
5  Preferred 


$10  per  share 
$45  per  share 
$60  per  share 


On  December  13,  1980,  Mr.  Bigg  disposed  of  the  following  investments: 


Company 


No.  &  Type  of  Shares  Proceeds* 


Arnold  Co.  Ltd. 
Sony  Co.  Ltd. 
Sony  Co.  Ltd. 


220  Common 
5  Common 
5  Preferred 


$15  per  share 
$40  per  share 
$70  per  share 


*  includes  all  commissions 

REQUIRED: 

Calculate,  for  income  tax  purposes,  Mr.  Bigg’s  net  portfolio  gain  or  loss  on  the  above 
transactions. 
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Q.4  In  each  of  the  following  unrelated  cases  an  individual  (X)  resident  in  Canada  transfers 
business  assets  to  a  federally  incorporated  company  resident  in  Canada  (X  Corp.  Ltd.).  In 
each  case  the  individual  receives  at  least  one  share  in  exchange  for  the  asset  transferred. 
Assuming  that,  in  each  case,  the  individual  and  the  corporation  file  the  necessary  elections 
(Form  T2057)  and  elect  the  amounts  indicated,  you  are  required  to  calculate  the  individual’s 
proceeds  of  disposition  according  to  the  provisions  of  the  Act. 


(a)  X  transfers  a  capital  property  with  an  ACB  of  $200  and  FMV  of  $160  to  X  Corp.  Ltd. 
in  return  for  a  promissory  note  of  $240;  he  elects  $200  as  his  proceeds  of  disposition. 


(b)  X  transfers  two  capital  properties  to  which  the  following  data  applies. 


Property  1 


Property  2 


ACB  $200  $300 

FMV  300  200 

Elected  amount  180  160 


(c)  X  transfers  a  capital  property  with  an  ACB  of  $200  and  FMV  of  $400  and  elects  $500  in 
respect  of  the  property. 

(d)  X  transfers  two  properties,  one  being  a  Class  8  asset  and  the  other  a  Class  10.  The 
following  data  applies  to  these  two  properties: 


Class  8 

Class  10 

Cost  of  asset 

$200 

$200 

UCC 

100 

100 

FMV 

140 

40 

Elected  amount 

80 

40 

(e)  X  transfers  three  Class  8  assets  whose  cost  and  FMV  are  as  follows: 

Property  A  Property  B  Property  C 

Cost  $200  $400  $300 

FMV  400  300  400 

The  undepreciated  capital  cost  (UCC)  of  the  class  is  $600.  X  designates  that  the  three 
assets  are  disposed  of  in  the  order  A,  B  and  C  and  elects  as  proceeds  $400,  $200  and 
$100  respectively. 

(f)  X  transfers  real  property  inventory  that  has  a  cost  of  $200  and  fair  market  value  of  $400 
and  elects  $200  as  the  transfer  price. 

(g)  X  transfers  goodwill  purchased  in  1978  at  a  cost  of  $200.  The  FMV  of  the  goodwill  at 
the  time  of  the  transfer  is  $220  and  $10  has  been  written  off  under  paragraph  20(l)(b). 
X  elects  $90  as  his  proceeds  of  disposition. 
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Q.5  A,B,  and  C  are  partners  in  a  law  firm  sharing  profits  in  the  ratio  of  2:2:1  respectively.  The 
following  income  statement  was  prepared  for  the  partnership  for  the  year  ended  December 
31,  1980. 


INCOME  STATEMENT 

FOR  THE  YEAR  ENDED  DECEMBER  31,  1980 


Gross  revenue 
Less: 

Professional  salaries  $107,000 

Office  salaries  63,000 

Partners’  salaries  212,000 

Rent  39,000 

Office  supplies  16,200 

Capital  cost  allowance  18,275 

Charitable  Donations  125,000 


Gain  on  sale  of  securities  $  72,000 

Dividend  income: 

Taxable  dividends  15,000 

Capital  dividends  5,000 


Net  Income 


$629,400 


580,475 

48,925 


92,000 

$140,925 


The  ACB  of  C’s  partnership  interest  as  at  January  1,1980  was  $37,685.  During  the  year  1980 
C’s  drawings  totalled  $75,000. 


REQUIRED: 


On  the  basis  of  the  above  information  calculate  the  ACB  of  C’s  partnership  interest  as  at 
December  31,  1980. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  TAXATION  509  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


Specific 

Q.l  This  question  was  poorly  answered  by  most  students.  Many  students  had  difficulty  with  the  1981 

taxation  year  and  did  not  recognize  that  Alpha  Ltd.  could  not  reduce  its  1981  income  by  using  Delta’s 
losses,  since  the  losses  are  only  available  in  taxation  years  commencing  after  commencement  of  the 
winding  up. 

Q.2  This  question  was  generally  well  answered.  Common  mistakes  included  not  reducing  the  qualifying 

amount  by  one  year’s  annuity  payments  ($12,000)  and  failing  to  account  for  */3  of  the  capital  cost 
allowance. 

Q.3  This  question  was  generally  poorly  answered.  Most  students  had  considerable  difficulty  in  calculating 

the  adjusted  cost  base  of  the  three  classes  of  shares. 

Q.4  Generally  well  answered  although  some  students  had  difficulty  with  part  (e). 

Q.5  Generally  poorly  answered.  Students  had  difficulty  in  reconciling  net  income  per  the  financial 

statements  to  income  calculated  for  tax  purposes.  Common  mistakes  also  included  failure  to  account  for 
the  untaxed  half  of  capital  gains  and  C’s  share  of  the  capital  dividend. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ADVANCED  TAXATION  509  EXAMINATION 
JUNE,  1981 

SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 

Q.l  Alpha  Ltd.  cannot  reduce  its  1981  income  by  using  Delta’s  losses  since  these  losses  are  only 
available  in  taxation  years  of  Alpha  Ltd.  commencing  after  the  commencement  of  the 
winding-up.  (Subsections  88(1.1)  and  (1.2))  Therefore,  Alpha’s  estimated  income  will 
appear  as  follows: 


Q.2 


1981 

1982 

Taxable  capital  gains 

(‘/r  X  $16,000)  $  8,000 

NIL* 

Business  Income  100,000 

$50,000** 

Total  Net  Taxable  Income  $108,000 

$50,000 

♦Estimated  taxable  capital  gain 

$  18,000 

( Vi  X  $36,000) 

Less:  net  capital  loss  from  1981 

(20,000) 

from  1976 

(  8,000) 
$(10,000) 

♦♦Estimated  business  income 

$120,000 

Less:  lcf  -  1979 

( 10,000) 

-  1981 

(50,000) 

bil  -  1981 

(10,000) 

$  50,000 

Lesser  of: 

(a)  Amount  paid,  $90,000 

(b)  Sum  of  qualifying  amounts,  less  one 

year’s  annuity  payment 

transfer: 

($147,000  -  (50,000  +  12,000))  =  $85,000 

Qualifying  amounts: 

Taxable  capital  gains 

$  20,000 

R.P.P.  lump-sum  payment 

75,000 

RHOSP 

15,000 

Stock  option 

5,000 

Partnership-recaptured  capital  cost  allowance  -1/3 

2,000 

Loss  of  office 

30,000 

$147,000 

Maximum  Deduction 

$85,000 
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15  Q.3  1.  Sale  of  220  common  shares  of  Arnold  Co.  Ltd. 

Proceeds  of  Sale  (220  X  $15) 

ACB  of  Shares  sold: 

P re-1972  shares  (200  x  $20)  $4,000 

Post-1971  shares  (20  X  27.27)*  545 

Capital  Loss 

Allowable  Capital  Loss  (ACL) 

*200  X  $30  $6,000 

20  X  0  0 

220  $6,000 

Cost  per  share=  $6,000 

220 

2.  Sale  of  5  Common  Shares  of  Sony  Co.  Ltd. 


Proceeds  of  Sale  (5  x  $40)  $200 

ACB  of  shares  (5  x  $47.62)**  238 

Capital  Loss  $  38 

ACL  $  19 

**100  X  $50  $5,000 

5  X  0  0 

105  $5,000 

Cost  per  share  =  $5,000  _ 

“T05 

3.  Sale  of  5  Preferred  Shares  of  Sony  Ltd. 

Proceeds  of  Sale  (5  X  $70)  $350 

ACB  of  shares  0 

Capital  Gain  $350 

TCG  $175 

Net  Portfolio  Gain  (Loss) 

Arnold  Company  Common  Shares  ($622) 

Sony  Company  Common  Shares  (19) 

Sony  Company  Preferred  Shares  175 

Net  Loss  ($466) 


[ss.52(3j| 

=  $27.27 


$3,300 

4,545 
$1,245 
$  622 
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Q.4  (a)  $160  proceeds  of  disposition  -  para.  85(l)(c).  Note,  when  in  conflict,  para.  85(l)(c) 

overrides  para.  85(1  )(b). 

(b)  $200  proceeds  in  each  case  -  para.  85(l)(c.l). 

(c)  $400  proceeds  of  disposition  -  para.  85(1  )(c). 

(d)  Class  8 -$100 
Class  10  -  $40 


(e)  Paragraph  85(l)(e.l) 


Property  A  Property  B  Property  C 


Cost 

$200 

$400 

$300 

FMV 

$400 

300 

400 

UCC 

Elected 

$600 

400 

100 

Amount 

$200 

300 

100 

(f)  Proceeds  =  $400 

Subsection  85(1)  does  not  apply  to  real  property  inventory. 

(g)  Deemed  elected  amount  =  $180  under  para.  85(l)(d). 


Cannot  be  less  than  the  least  of: 

(i) 

2  X  CEC 

2  X  $90* 

=  $180 

(ii) 

Cost 

=  200 

(iii) 

FMV 

=  220 

*('/2  X 

$200)  -  10  =  $90 
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Net  income  per  financial  statement 

$140,925 

Add:  Partners’  salaries 

$212,000 

Donations 

$125,000 

337,000 

Deduct:  Capital  dividends 

$  5,000 

$477,925 

Non-taxable  portion  of 

capital  gain 

36,000 

41,000 

Income  to  be  allocated 

$436,925 

$436,925 

C’s  share  (V5  X  $436,925) 

$  87,385 

Income  allocated 

$  87,385 

Less:  donations  ('/,  X  $125,000  =  $25,000 

not  to  exceed  20%  of  $87,385) 

17,477 

C’s  taxable  income 

$  69,908 

Adjusted  cost  base  of  partnership  interest 

January  1,1980 

$  37,685 

Add:  share  of  1980  income 

$  87,385 

share  of  untaxed  half  of 

capital  gain  (l/5  X  $36,000) 

$  7,200 

share  of  capital  dividend  (l/5  X  $5,000) 

$  1,000 

95,585 

$133,270 

Less:  Drawings 

$  75,000 

Donations  (‘/5  X  $125,000) 

$  25,000 

100,000 

Adjusted  cost  base  of  C’s  partnership 

interest  —  December  31,1980  $  33,270 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


MANAGEMENT  510  EXAMINATION 

December,  1980 

Marks 

Time:  3  Hours 

20  Q.  1 

NOTE:  Answer  any  FIVE  of  the  following  six  questions. 

Describe  and  comment  briefly  upon  the  stages  of  the  basic  process  of  rational  decision  making 
as  described  by  J.A.F.  Stoner. 

20  Q.  2 

Gene  Dalton  (Lesson  4)  cites  Robert  Anthony  "The  central  function  of  a  management  control 
system  is  motivation  .  .  .  Describe  ways  in  which  control  systems  facilitate  motivation. 
Describe  the  mechanisms  through  which  well-intentioned  control  systems  inhibit  motivation. 

20  Q.  3 

(10) 

a)  Describe  the  personality  and  situational  factors  which  influence  leadership  behaviour. 

(10) 

b)  Using  Fiedler’s  model  or  the  Path-Goal  approach,  provide  examples  of  situations  where: 

(1) a  task-oriented  style  of  leadership,  and 

(2)  an  employee-centred  style  of  leadership 
would  be  effective. 

20  Q.  4 

Much  organizational  work  is  done  through  committees,  work  groups,  task  forces  or  other 
similar  group-oriented  structures.  What  are  the  advantages  $nd  disadvantages  of  group 
work  in  organizations? 

20  Q.  5 

(6) 

a)  Describe  the  three  types  of  production  technology  used  by  Joan  Woodward  to  analyze  the 
operations  of  manufacturing  firms. 

(14) 

b)  Using  Joan  Woodward's  classification  of  three  broad  management  functions: 

( 1 )  development  of  products  to  be  produced, 

(2)  production,  and 

(3)  marketing  of  these  products 

describe  how  the  importance  and  sequence  of  these  functions  vary  as  a  function  of  the  type 
of  technology  used  by  a  firm. 

20  Q.  6 

Resistance  to  change  is  a  very  common  feature  of  organizational  life. 

What  are  the  major  sources  of  resistance  to  change  ? 

What  can  be  done  to  reduce  this  resistance? 

100 

END  OF  EXAMINATION 
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CANADIAN  CEKTII  IEI)  GENERAL  AC'(  OUN  I  AN1S  ASSOCIATION 


MANAGEMENT  510  EXAMINATION 
DECEMBER,  1980 
E X A M I N E R’S  COM M E NTS 


General 

Answers  which  made  points  carefully  and  with  some  detail  were  generally  judged  to  be  superior.  Responses  in  point 

format  were  often  too  brief —  unless  the  point  was  elaborated  and  substantiated  at  some  point. 

Specific 

Q.  I  The  possibility  of  multiple,  conflicting  goals  was  rarely  acknowledged.  Hence,  selection  of  ‘best' 

alternative  was  rarely  seen  as  problematic.  Also. several  papers  argued  that  one  should  develop  as  many 
alternatives  as  possible  without  recognizing  economics  of  search. 

Q.2  This  question  was  handled  least  well.  Attachment  of  rewards  to  goal  attainment  not  always  mentioned 

—  just  because  a  ‘goal’  is  set  does  not  always  mean  it  is  accepted  by  others  who  did  not  participate  in 
goal  setting  process.  Some  papers  were  weak  on  limitations  of  control  system,  e.g.,  unanticipated 
consequences,  minimal  standards  and  loss  of  flexibility. 

Q.3  In  general,  personality  and  situational  factors  handled  well.  Discussions  of  Fiedler,  Life-Cycle  Theory 

or  Path-Goal  Theories  of  Leadership  often  vague  and  lacking  specificity. 

Q.4  In  general,  question  handled  well.  A  few  papers  argued  that  all  work  in  organizations  should  be  done 

through  groups  —  a  proposition  few  would  support.  A  contingency  perspective  is  far  more  appropriate. 

Q.5  Question  handled  well.  Some  confusion  between  mass  production  and  process  production  in  some 

papers  in  examples  given.  Also,  too  few  answers  recognized  that  in  customized  unit  or  small  batch 
production  there  is  a  continuing  need  to  integrate  development  and  production.  These  functions  often 
cannot  be  separated. 

Q.6  Question  handled  well.  Some  responses  listed  perhaps  ten  sources  of  resistance  to  change  which  on  close 

inspection  said  the  same  thing  ten  different  ways.  Discussions  of  ways  to  reduce  resistance  to  change 
which  tied  in  with  sources  of  resistance  usually  made  more  sense  than  two  separate  lists. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


Marks 

20  Q. 


MANAGEMENT  510  EXAMINATION 
December,  1980 
SUGGESTED  SOLUTIONS 


Time:  3  Hours 

1  The  basic  process  of  rational  decision  making  involves  seven  stages  (Sloner,  p.  178): 

(a)  Diagnose  and  define  the  problem. 

The  origin  of  a  problem  is  not  always  obvious  and  the  way  a  problem  is  defined  has  a  major 
influence  on  the  kinds  of  alternative  solutions  developed  forevaluation.  Most  problems 
are  usually  composed  of  several  elements  and  it  is  unlikely  a  manager  will  find  a  solution 
to  work  equally  well  for  all  elements.  Managers  therefore,  need  to  distinguish  between 
which  parts  of  the  problem  they  must  solve  and  which  parts  they  should  solve. 

(b)  Gather  and  analyze  the  relevant  facts. 

Managers  will  rarely  have  all  the  relevant  facts  to  solve  a  problem  and  searching  for  more 
information  is  often  costly  in  time  and  money.  Nevertheless,  a  careful  appreciation  of 
available  relevant  data  is  required  to  validate  the  original  definition  of  the  problem  and 
provide  the  setting  for  the  development  of  alternative  actions/solutions. 

(c)  Develop  alternatives. 

The  art  of  management  may  be  associated  with  a  manager’s  appreciation  of  the  many 
alternative  actions/solutions  that  may  be  used.  Development  of  alternative  actions/solu¬ 
tions  increase  the  likelihood  that  the  action/solution  chosen  for  implementation  will  ‘fit’ 
the  problem  needing  to  be  solved. 

(d)  Evaluate  the  alternatives. 

Each  possible  action/solution  alternative  needs  to  be  evaluated  to  see  which  is  'best'  in  the 
current  situation.  Alternatives  may  be  evaluated  in  terms  of  how  well  they  solve  the  ’must’ 
and  ‘should’  components  of  the  problem  and  also  how  realistic  they  are. 

(e)  Select  the  best  alternative. 

If  problems  were  unidimensional, or  composed  of  only  one  part,or  were  to  be  evaluated  by 
only  one  criteria,  selection  of  the  best  alternative  would  be  simple  and  straightforward. 

But  because  problems  are  usually  not  that  simple,  selection  of  the  best  alternative  often 
involves  a  careful  weighting  of  judgements  that  can  often  be  seen  as  a  compromise 
between  all  the  various  factors  that  have  been  considered. 

(f)  Analyze  the  possible  consequences  of  the  decision. 

Organizations  are  composed  of  multiple,  interconnected  parts.  The  implementation  of  any 
action/solution  will  have  primary,  secondary  and  occasionally  tertiary  effects  throughout 
the  organization.  Some  of  these  effects  may  feedback  to  negate  the  original  intent  of  the 
action/solution  and  so  the  consequences  of  the  decision  need  to  be  analyzed  carefully. 

(g)  Implement  the  decision. 

This  is  the  final  step  in  the  rational  decision  process.  Effective  implementation  of  a 
decision  requires  that  potential  factors  of  resistance  be  minimized  and  that  a  concrete 
action  plan  involving  goals,  schedule  of  actions  and  accomplishments,  measurement  of 
progress  and  assignment  of  responsibilities  be  employed.  Without  such  a  plan,  a  decision 
may  be  ‘made’  by  a  manager,  taskforce  or  committee  but  no  progress  toward  problem 
solution  or  goal  attainment  be  forthcoming. 
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20  Q.  2  Control  is  an  essential  and  important  function  of  organizational  life.  Without  control,  the 
coordination  and  management  of  the  activities  of  different  people  toward  central  organi¬ 
zational  purposes  would  be  unattainable.  Managers  need  feedback  on  the  measurement  of 
individual  and  departmental  performance  to  help  guide  the  organization  toward  accomplish¬ 
ment  of  its  goals.  To  do  this,  managers  often  rely  on  standards  of  performance  which  become 
goals  which  individuals  and  groups  attempt  to  achieve. 

Once  established  as  goals,  these  standards  have  very  high  motivating  potential,  especially  if 
they  are  visible,  attainable  and  have  valued  rewards  attached  to  their  attainment.  Even  if  no 
specific  monetary  reward  is  attached  to  a  goal  that  is  also  a  component  of  the  control  system, 
that  standard  can  still  have  a  high  potential  to  motivate  employees  as  it  focuses  their  attention 
on  a  desired  objective  and  also  serves  as  a  yard-stick  for  those  individuals  who  internalize  goals 
and  have  high  needs  for  achievement. 

The  difficulty  in  implementing  standards  of  performance  in  such  a  straightforward  mechanism 
of  motivation  as  just  described,  stems  from  the  unanticipated  consequences  of  attempts  to 
control  behaviour.  First,  people  see  a  simplified  reward  system  in  operation  and  respond  only 
to  the  simplified  controls  —  thus  missing  those  occasions  when  some  degree  of  flexibility  is 
required.  Employees  follow  rules  even  when  it  is  clear  that  application  of  the  rule  will  result  in 
an  inappropriate  organizational  response.  Thus,  the  employee  becomes  unresponsive  to  the 
individual  needs  of  customers  and  clients. 

The  second  difficulty  of  using  rules  and  performance  standards  is  that  employees  come  to 
believe  that  minimal  standards  are  the  standard  of  performance  and  that  an  effort  to  bring 
performance  over  the  minimal  level  is  not  needed  (because  it  is  often  not  rewarded).  For 
example,  an  allowance  of  twelve  days  paid  sick  leave  becomes  a  standard  even  though  some 
individuals  are  not  necessarily  sick  for  twelve  days  in  a  year. 

Other  mechanisms  of  control  such  as  delegation  of  authority  (as  in  the  Selznick  model)  or  use 
of  general  and  impersonal  rules  (as  in  the  Gouldner  model)  also  result  in  control  mechanisms 
having  unanticipated  consequences  which  limit  the  motivating  potential  of  control  systems. 
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20  Q.  3 

(10)  (a)  Factors  that  influence  leader  behaviour  are: 

i)  Leader  s  personality  and  past  experience. 

A  manager  s  values,  background  and  past  experience  will  affect  his  choice  of  style. 
Someone  who  values  his  position  of  authority ,  who  likes  to  adopt  an  authoritarian  role  and 
who  has  had  success  supervising  subordinates  closely  will  be  more  autocratic  and  ‘boss 
like  than  someone  who  values  the  self-fulfillment  needs  of  his  subordinates. 

ii)  Expectations  and  behaviour  of  superiors. 

Managers  also  have  superiors,  and  what  superiors  want  and  reward  is  often  produced  by  a 
manager.  Thus,  superiors  that  emphasize  production  criteria  and  promote  high  producers 
more  rapidly  than  managers  that  emphasize  employee  development, will  Tend  to  have 
production-oriented  managers. 

ii')  Subordinates'  expectations  and  behaviour. 

The  abilities  and  characteristics  of  the  people  supervised  by  a  manager  will  also  influence 
his  style.  In  general,  managers  adopt  a  ‘hands-off  approach  to  highly  skilled,  productive 
employees  but  supervise  new,  low-producing  employees  more  closely.  Subordinate 
attitudes  and  expectations  also  influence  leader  behaviour  —  though  managers  need  to 
ensure  that  their  view  of  realistic  organizational  priorities  will  dominate  the  selection  of 
leadership  style  in  the  medium  to  long-term. 

iv)  Task  requirements. 

Where  the  manager  knows  what  it  takes  to  get  a  job  done  (and  the  subordinates  have  less 
knowledge)  and  jobs  can  be  specified  with  some  precision  —  a  detailed  style  of  supervi¬ 
sion  is  likely  to  be  employed.  However,  if  subordinates  possess  as  much  expertise  as  the 
manager  and  much  team-work  is  required,  a  more  people-centered  style  of  supervision 
will  be  used. 

v)  Organizational  climate  and  politics. 

These  factors  are  often  communicated  through  the  styles  of  immediate  superiors,  but  not 
always.  Some  organizations  encourage  team-work  and  group-centered  styles  of  manage¬ 
ment.  Other  organizations  reward  competent  managers  who  are  seen  to  be  ‘in  charge’. 

vi)  Peer  expectations  and  behaviours. 

Managers,  like  most  people,  are  influenced  by  the  expectations  of  their  peers.  Managers 
form  friendships  with  their  colleagues  who  are  an  important  source  of  both  organizational 
and  personal  support. 

(10)  (b)  According  to  F.  Fiedler,  leaders  can  exhibit  a  leadership  style  that  can  range  on  a 
continuum  between  an  employee-centred  style  and  a  task-oriented  style.  The  effective¬ 
ness  of  the  employment  of  a  particular  style  depends  upon  the  situation  in  which  the 
leadership  style  is  used.  Fiedler  identifies  3  elements  of  work  situations  which  influence 
the  effectivness  of  a  leadership  style: 

(a)  Quality  of  leader-member  relations.  This  has  the  greatest  influence  on  a  manager’s 
power  and  effectiveness.  If  the  group  members  like  and  respect  the  leader  and  get 
along  well  with  him,  the  manager  needs  to  rely  less  on  his  position  or  his  expertise  to 
organize  and  motivate  the  work  group. 

(b)  The  Nature  of  the  Task  Structure.  If  the  task  is  one  where  the  overall  task  can  be 
broken  down  into  smaller  sub-tasks  and  group  members  have  a  clear  idea  of  what  they 
are  supposed  to  do,  then  a  leader's  influence  is  increased.  On  the  other  hand,  if  it  is  not 
clear  what  the  appropriate  sub-tasks  should  be,  the  leader’s  task  is  more  difficult  and 
his  influence  is  diminished. 

(c)  Amount  of  leader’s  position  power.  Some  leadership  positions  have  the  potential  for 
the  leader  to  reward  or  punish  his  subordinates.  Other  leadership  positions  have  very 
little  reward/punishment  power. 
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When  the  situation  is  very  favorable  for  a  leader,  i.e.,  when  leader-member  relations  are 
good ,  the  task  is  very  structured ,  and  the  leader  has  a  great  deal  of  position  power;  then  the 
most  effective  leadership  style  is  one  which  emphasizes  task  performance.  (An  example 
of  this  would  be  that  of  a  well-liked  leader  of  a  bomber  crew.) 

When  the  situation  is  both  moderately  favorable  or  moderately  unfavorable  for  a  leader, 
e.g.,  when  leader-member  relations  are  good,  but  the  task  is  unstructured  and  leader- 
position-power  is  weak,  then  an  employee-centred  style  will  be  most  effective.  A  second 
example  where  an  employee-centred  style  would  be  effective  is  one  where  leader-member 
relations  are  poor,  but  the  task  is  structured  and  the  leader  has  strong  position  power. 

20  Q.  4  Groups  are  often  used  to  define  and  develop  solutions  to  problems  which  cut  across  usual 

departmental  or  hierarchical  boundaries  in  organizations.  This  type  of  group  work  may  be 

considered  to  have  the  advantages  of: 

(1)  Bringing  more  knowledge  and  information  to  bear  on  the  problem/task  on  hand. 

(2)  Bringing  more  approaches  to  a  problem  than  would  one  manager  or  intra-departmental 
group. 

(3)  Increasing  the  acceptability  of  the  group’s  solution  to  a  problem  as  more  individuals/ 
departments  participated  in  the  development  and  selection  of  that  solution. 

(4)  Increasing  the  likelihood  that  those  charged  with  implementing  the  group  decision 
understand  what  is  required  as  they  had  worked  on  the  problem. 

Disadvantages  of  group  work  are  that: 

(1)  Groups  often  come  up  with  premature,  non-optimal  solutions  to  problems. 

(2)  The  group  leader  can  dominate  the  outcome,  even  though  his  solution  may  not  be  as  good 
as  someone  else's. 

(3)  There  is  a  possibility  that  increased  levels  of  conflict  may  occur  as  ‘difficult’  problems 
involving  reallocation  of  departmental  resources  are  argued  through  to  conclusion. 

Whether  a  particular  factor  helps  or  hinders  the  organization  often  depends  on  the  skill  of  the 

leader: 

(1)  Disagreement  can  contribute  to  increased  conflict  and  hurt  feelings  and/or  it  can  foster 
creativity  and  innovation. 

(2)  Conflicting  interests  and  hence  different  attachments  to  different  solutions  can  be  resolved 
if  the  leader  can  obtain  consensus  on  organizational  priorities  first. 

(3)  Groups  usually  take  much  longer  to  develop  solutions  than  do  individuals.  The  skillful 
leader  keeps  the  discussion  on  track  to  minimize  wasted  time  but  benefits  from  receiving 
multiple  points  of  view, 

(4)  The  leader  should  ensure  that  the  solution  finally  accepted  is  the  one  that  best  fits  the 
problem.  It  should  not  be  a  political  compromise  or  one  that  is  accepted  to  please  a 
dominant,  nasty  group  member.  People  should  change  their  minds  because  they  are 
convinced  the  final  solution  adopted  is  the  best  one.  Hence,  the  leader  needs  to  maintain 
the  group  process  and  have  good  interpersonal  skills.  He  does  not  necessarily  have  to  be 
the  most  powerful  or  most  informed  member  of  the  group.  Above  all,  the  leader  should 
attempt  to  be  objective  in  his  evaluation  of  alternative  solutions. 
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20  Q.  5 

(6)  a)  Joan  Woodward  classified  the  technology  used  by  manufacturing  firms  into  three  types: 

(i)  Small  batch  and  unit  production  —  where  small  numbers  of  units  are  manufactured  at 
any  one  time. 

(ii)  Large  batch  and  mass  production  —  where  large  numbers  of  discrete  units  are 
manufactured  at  any  one  time. 

(iii)  Process  production  —  such  as  in  the  continuous  manufacture  of  chemicals  and  flow 
production  of  liquids,  gases  and  solid  shapes. 

(14)  b)  In  unit  and  small  batch  production,  the  manufacturing  cycle  begins  with  the  marketing  of 
the  idea  that  a  firm  can  produce  what  the  customer  wants.  Once  an  order  is  obtained, 
product  development  is  often  indistinguishable  from  day-to-day  production.  Develop¬ 
ment  is  the  critical  activity  as  the  skill  and  ingenuity  of  those  responsible  for  development 
of  products  to  customer  orders  are  the  most  important  factors  in  ensuring  the  firm’s 
success.  In  this  type  of  technology,  many  short-term  decisions  have  to  be  made  and  there 
is  little  distinction  between  policy  decisions  and  day-to-day  problem-solving  decisions. 

In  large  batch  and  mass  production  firms,  product  development  occurs  first,  then  produc¬ 
tion  tor  inventory  which  is  subsequently  sold  through  the  efforts  of  marketing.  Coordina¬ 
tion  between  these  functions  occurs  tor  the  purposes  of  medium  to  long-range  plannintj, 
but  little  day-to-day  integration  of  these  functions  is  required.  Production  itself  is  the  most 
important  function  and  consideration  of  production  issues  flavours  policy  decisions  about 
objectives. 

In  process  production  the  initial  function  is  the  development  of  a  product  and  a  production 
process.  Once  these  have  been  established,  marketing  becomes  important,  for,  once 
markets  have  been  secured,  large-scale  production  can  be  undertaken.  Thus,  development 
staff  have  to  work  closely  with  people  in  marketing  and  then  closely  with  people  in 
production.  For  firms  using  this  technology,  storage  of  the  finished  product  is  often 
limited  and  so  success  often  rests  on  the  existence  of  a  market  waiting  to  absorb  the 
products  as  they  are  produced.  These  firms  tend  to  be  capital  intensive  and  require  a  longer 
time  horizon  for  management  decisions.  Problem-solving  decisions  often  have  to  be  made 
within  the  production  process  as  near  as  possible  to  the  point  where  operational  difficulties 
are  encountered. 
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Stoner  (p.  377)  groups  the  sources  of  resistance  to  change  into  three  broad  categories. 

( 1 )  Uncertainty  about  the  causes  and  effects  of  change. 

Some  fear  of  the  unknown  probably  exists  in  all  of  us.  Most  people  prefer  the  security  of 
familiar  activities,  for  to  accept  something  new  invariably  increases  one  s  risk.  Also,  as 
change  is  often  imposed  on  organizational  members,  either  by  a  superior  or  top  manage¬ 
ment  or  the  force  of  external  demands,  it  is  not  unusual  for  members  to  feel  manipulated 
when  their  jobs  are  changed  without  their  consultation  and  involvement.  Changes  are 
often  resisted  then  for  the  manner  in  which  the  need  for  changes  is  presented  to  those 
individuals  required  to  change. 

(2)  Unwillingness  to  give  up  existing  benefits. 

No  change  universally  brings  an  increase  in  welfare  to  everyone.  Typically,  some  people 
will  benefit  less  than  others  and  some  will  bear  a  larger  share  of  the  costs  associated  with 
the  change.  Resistance  from  individuals  in  these  positions  is  natural  and  rational.  Also,  tor 
some  people  a  proposed  change  may  result  in  a  'wash'.  The  benefits  are  approximately 
equal  to  the  costs  and  for  these  individuals  there  is  little  incentive  to  change. 

(3)  Awareness  of  weaknesses  in  the  changes  proposed. 

Change  is  often  recommended  as  a  way  of  solving  some  problem  that  directly  affects  some 
part  of  the  organization.  But  because  most  parts  of  an  organization  are  connected  to  other 
parts,  a  proposed  change  might  ‘solve-  one  organizational  problem  and  at  the  same  time 
produce  another. 

Resistance  that  occurs  because  of  categories  2  and  3  is  a  rational  source  of  organizational 
conflict.  Signs  of  its  occurrence  should  be  used  by  managers  to  diagnose  more  deeply  the 
consequences  of  a  proposed  change  and  to  use  this  diagnosis  to  produce  ‘better-  solutions 
that  will  be  resisted  less. 

Resistance  can  also  be  lessened  if  subordinates  are  involved  in  the  discussions  that  lead  to 
recommendations  for  specific  changes.  Participation  and  collaboration  can  improve  both 
solution  quality  and  acceptability  in  most  instances.  However,  should  a  proposed  change 
really  be  to  someone's  disadvantage  even  though  many  others  would  benefit,  resistance 
will  not  be  lessened  by  these  means".  In  this  last  circumstance,  change  might  sometimes  be 
best  imposed  quickly  with  appropriate  payoffs  for  costs/losses  incurred. 
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Answer  FIVE  (5)  of  the  following  SIX  (6)  questions. 

Q.  1  Using  Stoner  s  description  of  the  formal  planning  approach  to  Strategic  Planning,  comment 
briefly  on  the  steps  in  this  process  showing  how  organizational  goals  are  converted  into  action 
plans. 


20  Q  2  According  to  Henry  Mintzberg,  the  structure  of  an  organization  can  be  defined  simply  as  the 
sum  total  of  the  ways  in  which  it  assigns  its  labour  to  distinct  tasks  and  then  achieves  coordina- 
tion  among  them: 

Describe  the  live  major  types  of  coordinating  mechanisms  outlined  by  Mintzberg  and 
how  each  might  be  used  depending  on  the  complexity  of  work  needing  to  be  done. 

20  Q.  3  According  to  Stoner: 


20 


20 


(12)  (a)  What  are  the  sources  of  organizational  conflict? 

(8)  (b)  How  can  such  conflicts  be  viewed  as  being  functional  or  disfunctional? 

Q.  4  According  to  Hackman  and  Oldham,  jobs  should  be  designed  so  they  'turn  on'  people  to  their 
work: 

(15)  (a)  What  attributes  should  jobs  have  if  they  are  most  likely  to  generate  excitement 

and  commitment  to  work? 

(5)  (b)  For  which  kinds  of  employees  does  the  Hackman  and  Oldham  theory  work  best? 

Q.  5 

(6)  (a)  According  to  Norman  Maier.  which  two  criteria  are  appropriate  for  assessing  the  effective¬ 

ness  of  a  decision? 


(14)  (b)  How  did  Vroom  and  Yetton  extend  Maier's  work  to  match  managerial  decision  style  with 

the  nature  of  the  problem  to  be  solved? 

Q.  6  Burns  and  Stalker  argue  that  an  'organic’  form  of  organization  is  appropriate  to  changing 
conditions  especially  those  requiring  a  high  degree  of  innovation  as  a  response  to  fresh 
problems  and  unforeseen  requirements  for  action.  What  are  the  major  attributes  of  an  ‘organic’ 
form  of  organization? 
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Specific 

O  1  Generally,  this  question  was  well  handled.  The  most  common  problem  was  that  some  students  assumed 

only  a  linear  ‘top-down’  planning  process  whereby  strategic  plans  automatically  translated  into  sub-unit 
plans.  They  therefore,  failed  to  acknowledge  that  lower-level  plans  might  not  be  consistent  with  strategic 
plans. 

0.2  A  number  of  students  apparently  could  recall  nothing  of  the  Mintzberg  article  (required  reading  for 

Lesson  6).  Nevertheless,  credit  was  given  for  those  enterprising  students  who  cited  Stoner  s  material  on 
the  management  hierarchy,  interdepartmental  communication,  committees,  and  liaison  individuals. 

Q.3  A  number  of  responses  listed  over  a  dozen  sources  of  conflict  which,  when  examined  closely,  reduced  to 

repetitive  examples. 

0.4  Where  possible,  credit  was  given  for  a  number  of  answers  which  described  the  organizational  conditions 

appropriate  for  ahealthy,  productive  organization.  Most  students  answered  this  question  well,  though  a 
lesser  number  indicated  they  understood  that  jobs  which  appeal  to  intrinsic  motivation  will  not  motivate 
people  who  only  want  extrinsic  satisfactions. 

O  5  Too  many  students  ‘gave  up’  on  this  question  because  they  couldn’t  recall  what  decision  criteria  were 

advocated  by  Maier.  Those  students  who  noted  they  did  not  know  what  Maier  said,  yet  supplied  their 
own  reasonable  criteria  for  assessing  decision  effectiveness,  invariably  produced  satisfactory  answers. 

Q  .6  Most  answers  indicated  a  ‘feel’  for  an  organic  organization  but  many  were  not  well  written  as  they  failed 

to  distinguish  between  attributes  of  organic  organizations  and  repetitive  examples  of  organic  attributes. 
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Stoner  describes  a  nine  step  approach  to  formal  strategic  planning  that  applies  mainly  to  larger 
organizations.  The  nine  steps  are:  "  5 


Step  1  Selecting  the  goals  of  the  organization. 

This  is  the  most  crucial  step  in  the  formal  planning  process  as  this  channels  the  energies  and 
attention  of  top  management.  It  provides  the  basic  framework  for  action.  However,  organiza¬ 
tional  planners  should  be  aware  of  the  complications  noted  by  Seashore,  namely  that  organiza¬ 
tions  often  have  multiple,  potentially  conflicting  goals. 

Step  2  —  Analyze  the  environment. 

In  selecting  goals  managers  must  consider  the  problems  and  opportunities  presented  by  the 
environment.  The  environment,  more  than  any  other  factor,  has  the  greatest  impact  on  what  is 
feasible  and  overall  organizational  performance. 

Step  3  —  Establish  measurable  goals. 

The  overall  goal(s)  ot  the  organization  need  to  be  spelled  out  in  measurable  terms,  as  this: 

(a)  more  readily  permits  managers  decide  how  to  achieve  that  goal; 

(b)  provides  more  meaningful  motivators  for  managers  and  employees; 

(c)  allows  lower-level  managers  to  develop  their  own  plans  for  achieving  these  goals; 

(d)  provides  a  base  from  which  managers  can  see  if  they  are  succeeding  or  failing  as  their 
action  plans  are  implemented. 

Step  4  —  Sub-units  develop  their  own  plans. 

Specific  plans  by  lower-level  managers  are  necessary  for  the  accomplishment  of  overall 
organizational  goals  because  lower-level  managers  will  have  much  local  responsibility  for  the 
implementation  of  plans;  because  their  input  may  provide  valuable  information,  and  finally, 
because  their  commitment  will  be  an  important  ingredient  for  success. 

Step  5  —  Compare  lower-level  plans  with  strategic  plans. 

Because  lower-level  managers  have  specialized  perspectives  and  the  sum  of  all  lower-level 
demands  for  resources  may  be  more  than  the  organization  can  afford ,  lower-level  plans  need  to 
be  aggregated  and  compared  to  the  original  plan. 

Step  6  —  Close  the  gap. 

Several  iterations  of  Steps  4  and  5  may  be  required  to  close  the  possible  gap  between  local, 
lower-level  plans/objectives  and  the  overall  strategic  plan.  New  alternatives  may  have  to  be 
developed. 
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Step  7  —  Select  the  best  alternatives. 

As  organizations  develop  plans  to  meet  their  objectives,  several  alternative  action  plans  will  be 
developed.  It  is  management’s  responsibility  to  select  the  best  set  of  compatible  alternatives 
from  those  generated. 

Step  8  —  Implement  the  strategic  plan. 

Once  the  strategic  plan  has  been  accepted,  it  needs  to  be  communicated  through  the  organiza¬ 
tion  and  translated  into  relatively  detailed  day-to-day  operations. 

Step  9  —  Measure  and  control  the  progress  of  the  plan. 

A  plan  has  maximal  benefit  when  it  is  used  as  a  guide  for  the  accomplishment  of  goals. 
Management  needs  to  measure  progress  and  take  remedial  action  when  deviation  from  the  plan 
indicates  that  attainment  of  the  organization's  goals  is  at  risk. 

The  process  described  above  is  an  "idealized"  plan  —  one  rarely  achieved  in  practice  as 
organizations  continuously  plan  and  adjust  to  outside  contingencies.  Nevertheless,  it  is  a  most 
useful  conceptual  guide  for  a  manager  to  follow  in  the  face  of  continual  pressures  for  change. 
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Q.  2  The  five  coordinating  mechanisms  described  by  Mintzberg  are: 


1.  Mutual  Adjustment 

2.  Direct  Supervision 

3.  Standardization  of  Work 

4.  Standardization  of  Outputs 

5.  Standardization  of  Skills 

Mutual  adjustment  achieves  the  coordination  ot  work  through  the  simple  process  of  informal 
communication.  It  is  used  when  the  work  to  be  done  is  shared  by  a  number  of  people  and  they 
adjust  when  and  how  they  work  on  an  interdependent  set  of  tasks  by  discussing  who  should  do 
what  as  the  job  progresses. 

Direct  Supervision  is  often  used  to  coordinate  work  when  the  work  group  is  either  large  or 
spread  out  in  time  and  space.  Someone  issues  instructions  and  monitors  individual  actions  and 
takes  responsibility  for  the  overall  ‘'brain'’  of  that  work  group. 

Standardization  of  work  occurs  when  the  work  content  is  specified  or  programmed.  Scientific 
Management  emphasized  the  standardization  of  work.  Its  application  is  best  exemplified  by 
the  operatives  on  an  assembly  line. 

Standardization  of  outputs  occurs  when  the  output  dimensions  of  the  work  product  or  work 
performance  are  specified.  Parts  suppliers  to  large  organizations  often  have  some  discretion 
as  to  how  they  manufacture  those  parts,  but  the  parts  are  specified  precisely  and  if  those 
specifications  are  not  met.  the  parts  supplier  will  lose  his  contract. 

Standardization  of  skills  occurs  when  the  kind  of  training  required  to  perform  the  work  is 
specified,  as  work  content  and  outputs  tend  to  depend  upon  each  individual  situation  en¬ 
countered.  However,  professional  training  together  with  accreditation  procedures  often  imply 
that  different  people  would  do  the  same  work  and  produce  very  similar  outputs  if  similar 
situations  were  indeed  encountered. 


These  coordinating  mechanisms  tend  to  be  used  as  shown  in  the  diagram  below. 


Mutual 

Adjustment 


Direct- 

Supervision 


Standardization 


Work  of  low  _  Work  of  high 

technological  complexity  technological 

complexity 

When  work  is  very  simple,  as  for  example  two  people  working  together  on  a  simple  task, 
mutual  adjustment  will  probably  be  used.  As  more  people  work  on  a  task,  direct  supervision  is 
more  likely  to  be  used  together  with  increasing  amounts  of  standardization.  However,  when 
the  complexity  of  work  is  very  high,  standardization  and  direct  supervision  are  less  effective  as 
once  again  the  doers  of  the  work  know  best  what  to  do.  In  this  situation,  mutual  adjustment  will 
be  the  preferred  mode  of  work  coordination. 
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(a)  Sources  of  organizational  confl ict  are: 

1.  Conflict  over  the  allocation  of  scarce  resources  which  need  to  be  shared  among 
organizational  members  and  units. 

2.  Conflict  over  differences  in  sub-unit  goals  which  occurs  as  a  consequence  of  specializa¬ 
tion  and  differentiation  within  the  organization.  Different  units  face  different  problems 
and  opportunities  and  often  have  different  priorities  from  others  in  the  organization. 

3.  Conflict  over  the  interdependence  of  work.  This  occurs  especially  when  one  unit  may 
not  begin  its  work  until  another  finishes,  or  one  unit  has  toclear-up  after  another.  When 
the  units  are  evaluated  and  rewarded  separately,  opportunities  for  conflict  are  high. 

4.  Conflict  occurring  as  a  consequence  of  different  attitudes,  values  and  perception 
throughout  the  organization.  Conflict  is  institutionalized  in  collective  bargaining 
between  management  and  labour,  but  the  pronounced  differences  in  values  en¬ 
countered  there  can  also  occur  between  other  parts  of  the  organization. 

5.  Conflict  occuring  from  mis-communication,  ambiguities  and  differences  in  style. 
Some  people  like  fights,  games  and  debates  and  enjoy  escalating  conflict.  These  people 
may  deliberately  choose  interpretations  of  communication  which  suit  their  preferred 
style.  Others  may  get  into  conflict  situations  because  of  genuine  misinterpretation  of 
ambiguous  messages. 

(b)  Conflict  is  an  inevitable  consequence  of  organizational  life.  Lack  of  any  sign  of  conflict  is 
probably  a  signal  that  there  is  insufficient  discussion  of  different  points  of  view  and  the 
organization  is  “in  a  rut."  On  the  other  hand,  conflict  can  escalate  to  very  high  levels, 
where  if  not  managed  well,  it  can  disrupt  overall  organizational  effectiveness  as  too  much 
energy  is  spent  on  unnecessary  disputes.  Conflict  in  innovative,  organic  organizations  is 
usually  a  sign  of  healthy  change.  High  levels  of  conflict  in  more  bureaucratic  organizations 
is  often  dysfunctional  if  stable  conditions  continue  to  justify  a  more  structured  organiza¬ 
tion.  Often  however,  conflict  is  a  sign  of  a  problem  needing  attention.  If  these  signs  are 
investigated  and  not  permitted  to  generate  too  much  noise,  conflict  is  usually  an  important 
component  of  organizational  functioning. 
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(a)  The  Hackman  and  Oldham  “model  '  or  theory  ot  job  design  essentially  states  that  certain 
attributes  ot  jobs  lead  to  critical  psychological  states  (being  “turned  on")  which  in  turn 
leads  to  outcomes  such  as  work  behaviour  and  the  person's  feelings  about  work.  The  basic 
model  is  best  described  through  the  diagram  below. 


CORE  JOB 

CRITICAL 

PERSONAL  AND 
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Work  Activities 

and  Turnover 

For  most  people,  work  is  experienced  as  most  meaningful  when  a)  the  job  requires  the 
worker  to  perform  activities  that  challenge  his  skills  and  abilities,  b)  the  job  requires 
completion  of  a  “whole”  and  identifiable  piece  of  work,  i.e.,  doing  a  job  from  beginning 
to  end  with  a  visible  outcome,  and  c)  the  job  has  a  substantial  and  perceivable  impact  on  the 
lives  of  other  people. 

Responsibility  for  the  work  outcomes  is  also  critical.  This  is  achieved  when  the  worker  has 
freedom,  independence,  and  discretion  in  scheduling  work  and  determining  how  he  will 
carry  it  out. 

Knowledge  of  results  is  the  third  critical  psychological  state.  It  comes  from  the  worker 
receiving  information  about  the  effectiveness  of  his  efforts  and  is  most  powerful  when  it 
comes  directly  from  the  work  itself. 

(b)  The  overall  motivating  potential  of  a  job  comes  from  a  combination  of  these  three  critical 
psychological  states  and  these,  in  turn,  come  from  five  core  job  dimensions.  However,  this 
view  of  human  motivation  does  not  apply  uniformly  to  all  people.  Those  individuals  who 
have  “peaked”  and  who  only  want  a  quiet,  undemanding  steady  job  and  who  get  most  of 
their  satisfaction  off  the  job,  will  not  necessarily  respond  to  these  job  factors.  This  theory  is 
likely  to  work  best  for  those  individuals  who  have  strong  needs  for  personal  accomplish¬ 
ment.  for  learning, and  for  developing  themselves.  That  is,  individuals  with  high  growth 
needs. 
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(a)  Norman  Maier  suggests  that  the  two  criteria  appropriate  for  assessing  the  effectiveness  of  a 
decision  are: 

i)  the  objective  quality  of  the  decision,  and 

ii)  the  acceptance  of  the  decision  by  those  who  must  execute  it. 

(b)  Vroom  and  Yetton  use  the  decision  criteria  of  quality  and  acceptance  to  evaluate  the  likely 
effectiveness  of  different  styles  of  managerial  decision-making,  depending  on  the  condi¬ 
tions  faced  by  the  manager. 

First  Vroom  and  Yetton  identified  five  different  styles  of  managerial  decision-making: 

1 .  The  manager  solves  the  problem  himself,  using  information  currently  available. 

2.  The  manager  obtains  necessary  information  from  his  subordinates  and  then  decides  on 
the  solution  to  the  problem  himself. 

3.  The  manager  shares  the  problem  with  individual  subordinates,  then  he  makes  the 
decision. 

4.  The  manager  shares  the  problem  with  his  subordinates  as  a  group,  then  he  makes  the 
decision. 

5.  The  manager  shares  the  problem  with  his  subordinates  as  a  group  and  the  decision  is 
made  when  consensus  is  reached. 

In  general,  Vroom  and  Yetton  recommend  that  within  the  constraints  imposed  by  require¬ 
ments  for  decision  quality  and  decision  acceptance,  managers  choose  that  style  which 
minimizes  decision  time  and  resistance  from  subordinates.  For  example,  if  the  manager 
had  sufficient  information  to  make  a  decision  and  he  had  the  legitimate  power  to 
implement  the  decision  —  then  style  1  would  be  appropriate.  If  the  manager  still  had 
legitimacy  of  decision  implementation  but  needed  more  information,  styles  2  or  3  would 
probably  work  best.  However,  if  the  manager  still  had  legitimacy  for  decision  imple¬ 
mentation,  but  did  not  understand  the  problem  well  he  might  use  style  4.  But,  if  group 
acceptance  was  critical  for  decision  implementation  and  the  manager  believed  group 
members  would  not  resist  a  high  quality  decision,  style  5  would  be  recommended. 
However,  if  the  manager  believed  that  group  discussion  would  generate  much  conflict,  he 
would  be  advised  to  use  one  of  the  individual  styles  such  as  styles  2  or  3. 
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.  6  According  to  Burns  and  Stalker,  the  'organic'  form  of  organization  is  characterized  by  the 

following  attributes: 

(a)  Individuals  do  not  work  at  very  limited,  special  purpose,  specialized  jobs.  Instead  they 
tend  to  be  generalists  who  guide  the  way  they  do  their  work  in  light  of  shared  beliefs  about 
the  values  and  goals  ot  the  organization.  Thus,  tasks  are  seen  to  be  more  meaningful  and 
realistic  than  in  the  more  mechanistic  or  bureaucratic  forms  of  organization. 

(b)  Individuals  who  work  in  organic  forms  of  organization  are  expected  to  be  committed  to  the 
goals  of  the  organization  such  that  the  individual  is  a  resource  to  be  used  by  the  working 
organization.  There  is  little  formalization  of  rights  and  responsibilities  and  individuals  are 
expected  and  encouraged  to  use  their  expertise  where  it  fits. 

(c)  Expertise,  knowledge  about  technical  and  commercial  issues^and  managerial  ‘know-how’ 
is  distributed  widely  throughout  the  organization.  It  is  not  presumed  that  the  sole  source  of 
authority  and  expertise  lies  only  at  the  highest  levels  of  the  hierarchy  of  authority. 

(d)  Communications  are  likely  to  be  at  least  as  much  lateral  as  vertical.  Also,  communications 
are  more  likely  to  be  couched  in  terms  of  advice  and  information  than  instructions  or 
decisions.  Thus,  organic  organizations  are  likely  to  be  characterized  by  much  informal 
communication  between  people  who  belong  to  different  departments  and  who  occupy 
different  ranks. 

(e)  Organic  organizations  are  likely  to  violate  the  classical  management  principles  which 
emphasize  clarity  of  structure,  unity  of  command,  hierarchy  of  authority  and  task 
specialization  and  formalization. 

(f)  Managers  in  organic  organizations  are  likely  to  be  uneasy  and  embarrassed  about  the 
dynamic,  uncertain  nature  ot  their  organization.  There  will  be  continual  pressures  to  make 
the  organization  more  clear  and  stable  —  but  these  pressures  should  be  resisted  if 
environmental  uncertainties  persist  and  organizational  survival  depends  on  continued 
adaptation. 


END  OF  SOLUTIONS 
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MANAGEMENT  510  EXAMINATION 
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MARKS  TIME:  3  HOURS 


Answer  FIVE  (5)  of  the  following  SIX  (6)  questions. 


20 

Q.  1 

One  important  aspect  of  control  in  organizations  is  that  associated  with  the  evaluation, 
development  and  promotion  of  employees.  According  to  Douglas  McGregor: 

(6) 

(a)  What  are  formal  performance  appraisal  plans  designed  to  do? 

(8) 

(b)  What  problems  are  encountered  in  implementing  these  plans? 

(6) 

(c)  What  alternative  approaches  are  recommended  for  accomplishment  of  this 
important  aspect  of  organizational  control? 

20 

Q.  2 

What  changes  in  leadership  style  would  you  expect  a  manager  to  use  from  the  time  he  took  over 
a  new  immature  work  group  to  the  time  the  members  of  the  work  group  were  confident, 
self-directed  and  experienced  ? 

20 

Q.  3 

According  to  Stoner: 

(8) 

(a)  What  are  the  four  basic  steps  in  planning? 

(12) 

(b)  Comment  upon  the  factors  which  complicate  or  make  accomplishment  of  each 
step  difficult. 

20 

Q.  4 
(10) 

(a) 

What  are  five  major  aspects  of  an  organization's  structure  that  organization  charts 
illustrate? 

(10) 

(b) 

What  is  meant  by  organization  by  division  and  organization  by  function?  What  are  the 
advantages  and  disadvantages  of  each? 

20 

Q.  5 
(10) 

(a) 

Describe  Maslow’s  hierarchy  of  human  needs  as  an  example  of  a  content  theory  of 
motivation. 

(10) 

(b) 

Describe  a  simple  expectancy/valence  model  as  an  example  of  a  process  theory  of  human 

motivation. 


20  Q.  6  According  to  Harold  J.  Leavitt,  how  may  organizations  be  changed?  Provide  examples  of  the 
three  approaches  to  organizational  change  suggested  by  Leavitt  and  identify  the  relationships 
likely  to  be  encountered  among  these  three  approaches. 


100  END  OF  EXAMINATION 
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MANAGEMENT  510  EXAMINATION 
JUNE,  1981 

EXAMINER  S  COMMENTS 


General 

Demonstrated  ability  to  express  ideas  clearly  was  not  evident  in  many  answers.  Often  there  was  much  ambiguity  in 

descriptions  offered  and  insufficient  precision  in  explanations  of  how  various  management  processes  operate. 

Specific 

Q.  1  Too  often,  students  concentrated  on  the  function  of  Performance  Appraisal  for  either  the  employee  or 

his  supervisor,  but  not  both.  Those  students  who  had  read  and  remembered  the  McGregor  article  did 
well  and  often  made  the  strong  connection  between  Performance  Appraisal  and  M.B.O. 

Q.2  Most  answers  covered  the  basic  elements  of  the  developmental  sequence  in  work  group  maturity. 

However,  the  functionality  of  an  authoritative  style  was  rarely  demonstrated.  Also,  too  often  students 
assumed  that  a  completely  laissez-faire  leadership  style  invariably  made  sense. 

Q.3  Generally  answered  well.  Some  confusion  between  the  concept  of  a  plan  and  its  manifestation  as  a  set  of 

procedures  exemplifying  an  organization’s  strategic  plan. 

Q.4  Part  (a)  was  not  answered  well.  Too  many  answers  contained  only  five  key  words  (or  very  brief  phrases) 

without  any  supporting  description.  Part  (b)  caused  some  confusion  between  a  functional  form  of 
organization  and  a  project  organization.  Again,  definitions  in  conceptual  terms  were  often  weak  and 
ambiguous.  Many  students  then  attempted  to  illustrate  functional  and  divisional  forms  through  the  use 
of  fuzzy  examples.  Nevertheless,  Part  (b)  was  generally  well  answered. 

Q.5  Maslow  has  developed  a  very  specific  theory  of  motivation.  Descriptions  of  this  theory  were  often  vague 

and  lacked  precision.  A  content  theory  refers  to  those  needs/drives  contained  within  a  person. 

Content  does  not  refer  to  satisfaction  (or  “contentment”).  Too  many  explications  of  a  process  theory 
through  description  of  anecdotes.  The  general  maxim  “People  behave  so  as  to  maximize  their  rewards” 
is  insufficient  explanation. 

Q-6  Few  students  tried  this  question  —  but  those  that  did  generally  received  satisfactory  marks.  The 

interconnectedness  of  change  mechanisms  could  have  received  more  elaboration  in  most  answers. 
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SUGGESTED  SOLUTIONS 

TIME:  3  HOURS 

20  Q.  1 

(6) 

(a)  Formal  performance  appraisal  plans  are  designed  to  meet  three  needs: 

(1)  They  provide  systematic  judgements  to  back  up  salary  increases,  promotions,  trans¬ 
fers,  and  sometimes  demotions  or  terminations. 

(2)  They  are  a  means  of  telling  a  subordinate  how  he  is  doing,  suggesting  needed 
changes  in  his  behaviour,  attitudes,  skill  or  job  knowledge;  they  let  him  know  ‘where 
he  stands’  with  the  boss. 

(3)  They  are  used  as  a  basis  for  the  coaching  and  counselling  of  the  individual  by  the 
superior. 

(8) 

(b)  Implementation  of  formal  performance  appraisal  plans  is  often  hindered  by  resistance 
from  the  managers  who  are  expected  to  administer  them.  This  resistance  is  usually 
attributed  to  a: 

a)  dislike  of  criticizing  a  subordinate, 

b)  lack  of  skill  in  being  able  to  handle  a  difficult  interpersonal  situation, 

c)  dislike  of  'new'  procedures,  and 

d)  mistrust  of  the  validity  of  the  appraisal  instrument. 

These  factors  may  however,  be  rationalizations  for  the  manager’s  reluctance  to  ‘play 
God.  ’  People  are  not  things  that  can  be  readily  evaluated.  Their  reaction  to  being  evaluated 
by  others,  primarily  in  terms  of  organizational  needs,  is  often  extreme. 

(6) 

(c)  To  avoid  these  problems.  McGregor  suggests  that  the  supervisor  help  the  subordinate 
evaluate  himself  rather  than  the  supervisor  being  highly  judgemental.  This  suggests  that 
the  subordinate  establish  short-term  performance  goals  for  himself,  that  the  supervisor 
help  the  subordinate  relate  his  self-appraisal,  his  goals,  and  his  plans  for  the  ensuing 
period  to  the  realities  of  the  organization.  This  approach  shifts  the  emphasis  from 
appraisal  to  analysis.  The  supervisor  uses  his  knowledge  and  judgement  to  advise,  guide 
and  encourage  his  subordinates  to  develop  their  own  abilities  so  as  to  improve  their 
performance. 
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2  Changes  in  leadership  style  associated  with  the  development  ot'  work  group  maturity  is  the 
theme  ot  Hersey  and  Blanchard's  'lite  cycle  theory'  of  leadership.  This  theory  is  outlined  in  the 
diagram  below: 


TASK  BEHAVIOUR 


HIGH 


LOW 


MATURE  ■* - IMMATURE 

MATURITY  OF  GROUP 


RELATIONSHIP 

BEHAVIOUR 


In  the  initial  phase  of  group  development,  when  subordinates  first  enter  the  work  group  or  the 
organization,  they  need  to  be  instructed  and  directed  in  their  tasks.  A  high  task  orientation  is 
therefore  required.  However,  the  manager  should  not  emphasize  his  relationships  with  his 
subordinates  as  it  will  take  time  to  develop  collegial  relations  —  hence  a  low  relationship  style 
will  be  appropriate.  (See  bottom  right-hand  cell  in  diagram.) 

As  the  group  is  given  more  experience  in  working  together  and  with  their  supervisor,  trust  and 
mutual  support  will  develop.  Thus,  the  manager  can  gradually  develop  a  high  relations  style. 
However,  he  will  probably  still  need  to  maintain  a  high  emphasis  on  the  task  so  that  he 
reinforces  high  performance  standards  for  the  group.  (See  top  right-hand  cell  in  diagram.) 

Once  the  group  has  learned  what  is  needed  to  perform  the  group  task  well  and  has  internalized 
high  performance  standards,  the  supervisor  can  lessen  his  emphasis  on  the  task  and  concentrate 
more  on  making  sure  that  the  members  of  the  group  continue  to  work  well  together.  In  this 
situation  (top  left-hand  cell  in  the  diagram),  the  most  appropriate  managerial  style  is  probably 
one  which  is  high  on  relationships  and  moderate  to  low  on  task  emphasis. 

Finally,  should  the  work  group  reach  full  maturity,  they  will  only  want  the  manager  on  an  ‘as 
needed'  basis.  They  will  accept  full  responsibility  for  their  actions  and  will  work  for  high 
performance  standards.  In  this  situation  where  subordinates  are  confident,  self-directed  and 
experienced,  a  low  task.  low  relationships  style  will  be  most  appropriate.  (See  bottom 
left-hand  cell  iri  diagram.) 

Of  course,  it  will  be  a  rare  group  that  will  follow  this  theoretical  ideal.  Group  membership  may 
change,  and  the  organizational  climate  or  the  environment  may  limit  the  full  development  of 
group  maturity.  Nevertheless,  this  model  provides  a  useful  way  of  thinking  about  the  appropri¬ 
ateness  of  different  leadership  styles. 


Page  2  of  6 


349 


20  Q.  3 

(8)  (a)  According  to  Stoner,  the  four  basic  steps  in  planning  are: 

( 1 )  Establishing  a  goal  or  set  of  goals  to  be  achieved. 

(2)  Determining  the  present  situation. 

(3)  Determining  aids  and  barriers  to  goals. 

(4)  Developing  a  plan  for  reaching  the  goal. 

(12)  (b)  Comments  on  each  of  these  steps  follow: 

( 1 )  For  most  organizations  and  their  sub-units,  establishing  a  goal  to  be  achieved  is  not 
always  a  straightforward  action.  As  noted  by  Seashore,  organizations  often  have 
multiple,  conflicting  goals  and  choice  between  them  becomes  problematic.  Also,  goal 
choice  may  be  complicated  by  the  fact  that  two  goals  may  be  compatible,  but  the 
organization  has  sufficient  resources  to  pursue  only  one  goal. 

Goal  establishment  is  also  (difficult  as  most  goals  are  strongly  linked  to  the  means  used 
to  obtain  them.  Means  to  the  overall  organizational  purpose  become  goals  for  sub¬ 
units  of  the  organization.  Also,  some  goals  are  short-term,  others  long-term.  Some 
goal  accomplishments  are  readily  measured  using  'hard'  data  while  other  equally 
important  goals  may  only  be  indicated  through  'soft'  data,  i.e.,  they  are  less  measur¬ 
able  and  therefore  have  a  higher  risk  of  being  ignored. 

(2)  No  goal  exists  without  some  reference  to  some  appreciation  of  where  the  organization 
currently  sits  with  respect  to  that  goal.  An  appreciation  of  the  current  situation  will 
influence  goal  definition  and  also  provide  guidelines  as  to  how  feasible  goal  accom¬ 
plishment  is  likely  to  be.  The  function  of  planning  is  to  establish  how  an  organization 
may  move  from  its  present  situation  to  accomplish  its  goals  —  therefore,  an  apprecia¬ 
tion  of  the  current  situation  is  essential  to  the  planning  process. 

(3)  Once  managers  have  selected  their  goals  and  appreciated  their  present  situation,  they 
need  to  determine  what  factors  will  aid  or  hinder  them  in  pursuit  of  these  goals.  Often, 
the  resources  of  the  organization  —  its  finances,  equipment,  personnel  and  manifest 
expertise  will  be  the  main  aids  to  the  manager.  However,  a  limited  supply  of 
resources  may  be  a  barrier  to  the  attainment  of  goals.  And  this  is  why  planning  is  part 
of  management  —  to  determine  which  barriers  need  to  be  overcome  so  that  goals  can 
be  obtained.  This  is  exactly  why  many  business  firms  establish  budgets,  and  cash  and 
capital  projections,  so  that  potential  shortfalls  can  be  anticipated  and  overcome. 

(4)  The  final  step  in  the  planning  process  involves  developing  various  alternative  courses 
of  action  for  reaching  the  desired  goal  or  goals,  evaluating  these  alternatives,  and 
choosing  from  among  them  the  most  suitable  alternative  for  reaching  the  goal.  This 
final  step  will  not  be  necessary  if  the  manager  is  confident  that  current  momentum  will 
achieve  the  goal  without  any  further  action.  However,  if  action  is  deemed  necessary, 
the  alternatives  should  be  realistic  ones  and  each  should  be  evaluated  in  terms  of 
projected  costs,  benefits  and  chances  of  successful  implementation.  The  selection  of 
the  best  alternative  should  be  accomplished  —  but  often  managers  face  uncertainty 
and  need  to  act  quickly  —  in  which  case  satisfactory  but  not  necessarily  optimal 
alternatives  may  be  chosen. 
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(10)  (a)  An  organization  chart  is  a  diagram  ot  the  functions, departments,  or  positions  of  the 

organization  and  how  they  are  related.  Organization  charts  illustrate  the  following  five 

aspects  of  an  organization's  structure: 

(1)  The  division  of  work.  Each  box  represents  an  individual  or  organizational  sub-unit 
responsible  tor  a  given  part  of  the  organization's  work  load. 

(2)  Managers  and  subordinates.  The  solid  lines  between  boxes  indicate  who  reports  to 
whom  (the  chain  of  command). 

(3)  The  type  of  work  being  performed.  Labels  or  descriptions  for  the  boxes  indicate 
different  types  of  work  being  performed  and/or  areas  of  responsibility. 

(4)  The  grouping  of  work  segments.  The  chart  as  a  whole  indicates  what  basis  was  used 
for  dividing  up  the  organization’s  activities. 

(5)  Levels  of  management.  The  chart  also  indicates  the  entire  management  hierarchy  and 
shows  at  which  level  individuals  or  certain  responsibilities  are  located. 

(10)  (b)  An  organization’s  departments  can  be  formally  structured  in  two  major  ways: 

( 1)  Organization  by  function. This  basis  of  grouping  brings  together  inone  department  all 
those  engaged  in  related  activities  and/or  those  that  use  similar  specialized  skills.  An 
example  would  be  an  organization  split  into  Production.  Marketing,  Finance  and 
Personnel  departments.  The  advantage  of  the  functional  form  is  that  specialist  skills 
and  function  are  emphasized.  A  potential  disadvantage  is  that  most  products  require 
coordination  across  functional  lines  and  this  is  usually  obtained  at  high  levels  in  the 
hierarchy  with  losses  of  decision  time  and  local,  specialized  knowledge. 

(2)  Organization  by  division.  This  basis  of  grouping  brings  together  in  one  department  all 
those  different  functions  which  relate  directly  to  the  development,  production  and 
marketing  of  group  of  similar  products.  The  advantages  of  this  form  are  that  overall 
performance  measures  related  to  product  profitability  can  be  used  and  coordination 
across  function  is  eased.  Potential  disadvantages  include  a  loss  of  perspective  on 
overall  organizational  goals  and  possible  duplication  of  certain  specialist  require¬ 
ments. 
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( 10)  (a)  A  content  theory  of  motivation  stresses  the  importance  of  understanding  the  factors  within 

individuals  which  cause  them  to  act  in  a  certain  way.  Typical  content  theories  assert  that 
individuals  behave  so  as  to  satisfy  certain  needs  and  specify  what  needs  humans  have. 
Maslow  views  all  humans  as  having  five  needs  arranged  in  a  hierarchy  of  prepotency  such 
that  as  the  lower-level  needs  are  satisfied,  other  higher-order  needs  become  important 
motivators  of  behavior. 

Maslow's  five  needs  arranged  in  ascending  order  of  prepotency  are: 

( 1 )  Physiological  needs  —  such  as  need  for  food,  water  and  shelter. 

(2)  Safety  needs  —  such  as  freedom  from  threat  and  need  for  order  and  security. 

(3)  Social  needs  —  needs  for  belonging,  affection  and  human  contact. 

(4)  Esteem  needs  —  such  as  self-respect,  achievement  and  accomplishment. 

(5)  Self-Actualization  —  the  need  to  grow,  to  feel  self-fulfilled  and  to  realize  one's  full 
potential. 

(10)  (b)  A  process  theory  of  human  motivation  emphasizes  how  and  by  what  goals  individuals  are 

motivated.  Expectancy,  namely  what  the  individual  believes  is  likely  to  occur  as  a  result  of 
his  or  her  behavior,  is  a  fundamental  attribute  of  these  theories. 

A  simple  expectancy/valence  model  of  human  motivation  assumes  that  individuals  vary  in 
their  wants,  abilities  and  expectations  but  that  all  individuals  make  conscious  decisions 
about  what  they  will  do  based  upon  their  expectation  that  they  will  be  rewarded  (or 
punished)  for  a  certain  behavior.  Thus,  a  person  who  is  considering  expending  more  effort 
in  his  job  will  consider  first  the  relationship  between  effort  and  performance.  That  is.  he 
will  estimate  the  probability  his  extra  effort  will  yield  improved  performance.  Then  he  will 
consider  the  probable  relationship  between  improved  performance  and  certain  outcomes, 
e.g.,  how  strong  is  the  contingent  relationship  between  performance  and  outcome?,  or. 
will  I  get  a  bonus  if  my  performance  increases  by  15  percent?  Finally,  individuals  assess 
how  much  they  value  various  outcomes  which  may  be  contingent  upon  effort.  If  all  three 
factors  are  large  and  positive,  extra  effort  is  likely  to  be  produced.  But  if  any  of  the 
contingent  expectancies  is  low  or  the  outcomes  are  not  highly  valued,  extra  effort  will  not 
be  seen  as  being  rewarded. 
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6  According  to  H.J.  Leavitt,  an  organization  can  be  changed  by  changing: 

( 1 )  The  structure  of  the  organization  —  such  as  rearranging  its  internal  systems  of  com¬ 
munication.  work  flow  or  managerial  hierarchy. 

(2)  The  technology  of  the  organization  —  such  as  altering  its  equipment,  engineering  proces¬ 
ses.  research  techniques,  or  production  methods. 

(3)  The  people  who  work  in  the  organization  —  by  changing  the  selection,  training,  relation¬ 
ships,  attitudes  or  roles  of  organization  members. 

Leavitt  notes  that  these  three  approaches  to  organizational  change  are  highly  interdependent. 

As  can  be  seen  in  the  Leavitt  'diamond'  below,  a  change  in  any  one  sector  of  an  organization 

will  affect  how  the  other  sectors  function. 


If  we  suppose  that  the  structure  of  an  organization  is  changed  —  perhaps  from  a  functional 
form  to  a  divisionalized  product  one  —  then  the  kinds  of  people  and  the  activities  of  the 
organization  will  change.  People  who  previously  were  only  concerned  with  production  now 
need  to  consider  how  production  may  serve  the  market  needs  of  the  special  group  of  products 
for  which  they  are  responsible.  Probably,  production  managers  will  not  be  able  to  use  as  many 
specialists  as  in  the  past  and  the  change  in  structure  may  imply  changes  in  training  programs  if 
not  in  recruitment  and  selection  activities. 

On  the  other  hand,  if  we  suppose  that  there  is  a  change  in  technology  —  perhaps  toward  a 
greater  degree  of  automation  —  people  who  had  respect  because  of  their  craft  skills  may 
becomeanxiousasthereisnowlessneedfortheirexperti.se.  The  structure  will  probably 
need  to  change  as  it  w  ill  have  to  expand  the  number  of  engineers  who  design  and  maintain 
the  automated  equipment.  Also  the  number  of  workers  in  production  operations  may  be 
reduced  as  they  may  be  replaced  by  automated  equipment. 

Finally,  changes  in  people  such  as  may  be  obtained  from  O.D.  programs  may  have  conse¬ 
quences  for  organizational  structure  and  organization  activities.  If  people  come  to  believe  their 
individual  creativity  should  be  used  in  organizational  activities,  they  will  ask  for  more  freedom 
and  less  direct  supervision.  Spans  of  control  will  likely  increase,  thus  ‘flattening'  the  manage¬ 
rial  hierarchy. 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ADVANCED  ACCOUNTING  511  EXAMINATION 
DECEMBER  1980 


MARKS 
15  Q.  1 

(10) 

(5) 

10  Q.  2 

14  Q.  3 


(4) 

(5) 
(5) 

15  Q.  4 

(5) 

(10) 


TIME:  3  HOURS 

Most  informed  accountants  would  concede  that,  from  a  theory  standpoint,  there  are  at 
present  a  large  number  of  unresolved  problems.  One  serious  problem  is  the  diverse  or 
undefined  needs  of  statement  users. 

Required: 

(a)  Do  you  agree  with  the  above  statement?  Discuss. 

(b)  Whether  or  not  you  agree  that  the  diverse  and  undefined  needs  of  statement  users  is  a 
serious  problem  from  a  theoretical  standpoint,  some  improvement  is  always  possible. 
What  steps  towards  a  solution  or  partial  solution  do  you  foresee? 

Distinguish  between  Replacement  Cost  Accounting  and  Inflation  Accounting. 

A  small  but  growing  road  building  contractor  would  like  to  bid  on  a  contract  to  rebuild  and 
resurface  10.6  miles  of  road.  The  job  is  considerably  larger  than  any  he  has  attempted  in  the 
past  and,  if  he  wins  the  contract,  he  estimates  that  he  will  need  a  $100,000  line  of  credit  for 
working  capital. 

The  contractor’s  most  recent  statement  of  financial  position  shows  that  he  has  a  net  worth 
of  $  170,000,  of  which  $  1 10,000  represents  the  book  value  of  road  building  equipment.  Most 
of  the  equipment  was  acquired  a  few  years  ago  at  a  bankruptcy  sale.The  equipment  has  a  fair 
value  several  times  as  great  as  book  value. 

The  contractor  knows  that  his  bank  will  not  give  him  a  $  100,000  line  of  credit  on  the  basis  of 
a  position  statement  (balance  sheet)  which  shows  his  net  worth  at  $170,000.  He  wants  to 
adjust  his  accounting  records  to  show  the  current  fair  value  of  the  equipment  and  to  prepare 
a  revised  position  statement. 

Required: 

(a)  List  the  factors  that,  alone  or  in  combination,  may  have  caused  the  difference  between 
the  book  value  and  the  current  fair  market  value  of  the  equipment. 

(b)  Describe  each  of  the  three  methods  of  estimating  the  current  fair  value  of  fixed  assets 
and  discuss  the  possible  limitations  of  each. 

(c)  Discuss  the  propriety  of  adjusting  the  accounting  records  to  show  the  fair  value  of  the 
equipment  and  of  preparing  a  revised  position  statement  from  the  standpoint  of 
generally  accepted  accounting  principles. 

Depreciation  continues  to  be  one  of  the  most  controversial,  difficult,  and  important 
problem  areas  in  accounting. 

Required: 

(a)  Explain  the  conventional  accounting  concept  of  depreciation  accounting. 

(b)  Discuss  its  conceptual  merit  with  respect  to  (i)  the  value  of  the  asset,  (ii)  the  charge  (s) 
to  expense,  and  (iii)  the  discretion  of  management  in  selecting  the  method. 
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16  Q. 
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5  Select  the  best  answer  in  each  of  the  following.  Items  are  independent  of  one  another  except 
where  indicated  to  the  contrary.  Give  the  basis,  including  computations,  for  your  choice. 

The  following  information  is  applicable  to  items  1  through  4: 

Equipment  purchased  for  $120,000  on  January  1,  1986,  when  the  price  index  was  100,  was 
sold  on  December  31 ,  1988,  at  a  price  of  $85,000.  The  equipment  originally  was  expected  to 
last  six  years  with  no  salvage  value  and  was  depreciated  on  a  straight-line  basis.  The  price 
index  at  the  end  of  1986  was  125;  1987,150;  and  1988,  175. 

(1)  Price-level  financial  statements  prepared  at  the  end  of  1986  would  include: 

(a)  Equipment,  $150,000;  accumulated  depreciation,  $25,000;  and  a  gain,  $30,000. 

(b)  Equipment.  $150,000;  accumulated  depreciation,  $25,000;  and  no  gain  or  loss. 

(c)  Equipment,  $150,000;  accumulated  depreciation,  $20,000;  and  a  gain,  $30,000. 

(d)  Equipment,  $120,000;  accumulated  depreciation,  $20,000;  and  a  gain,  $30,000. 

(e)  None  of  the  above. 

(2)  Price-level  comparative  statements  prepared  at  the  end  of  1987  would  show  the  1986 
financial  statements’  amount  for  equipment  (net  of  accumulated  depreciation)  at: 

(a)  $150,000.  (d)  $80,000. 

(b)  $125,000.  (e)  None  of  the  above. 

(c)  $100,000. 

(3)  Price-level  financial  statements  prepared  at  the  end  of  1987  should  include 
depreciation  expense  of : 

(a)  $35,000.  (d)  $20,000. 

(b)  $30,000.  (e)  None  of  the  above. 

(c)  $25,000. 

(4)  The  general  price-level  income  statement  prepared  at  the  end  of  1988  should  include: 

(a)  A  gain  of  $35,000-  (d)  A  loss  of  $5,000. 

(b)  A  gain  of  $25,000.  (e)  None  of  the  above. 

(c)  No  gain  or  loss. 

(5)  If  land  were  purchased  at  a  cost  of  $20,000  in  January,  1980  when  the  general  price- 
level  index  was  120  and  sold  in  December  1985  when  the  index  was  150,  the  selling 
price  that  would  result  in  no  economic  gain  or  loss  would  be: 

(a)  $30,000.  (d)  $16,000. 

(b)  $24,000.  (e)  None  of  the  above. 

(c)  $20,000. 

(6)  If  land  were  purchased  in  1980for$100,000  when  the  general  price-level  index  was  100 
and  sold  at  the  end  of  1986  for  $160,000  when  the  index  was  170,  the  general  price- 
level  statement  of  income  for  1986  would  show: 

(a)  A  price-level  gain  of  $70,000  and  a  loss  on  sale  of  land  of  $10,000. 

(b)  A  gain  on  sale  of  land  of  $60,000. 

(c)  A  price-level  loss  of  $10,000. 

(d)  Loss  on  sale  of  land  of  $10,000. 

(e)  None  of  the  above. 
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(7)  If  the  base  year  is  1980  (when  the  general  price  index  =  100)  and  land  is  purchased  for 
$50,000  in  1983  when  the  general  price  index  is  108.5,  the  cost  of  land  restated  to  1980 
general  purchasing  power  (rounded  to  the  nearest  whole  dollar)  would  be: 

(a)  $54,250.  (d)  $45,750. 

(b)  $50,000.  (e)  None  of  the  above. 

(c)  $46,083. 

(8)  Assume  the  same  facts  as  in  Item  7,The  cost  of  the  land  restated  to  December  31,1986, 
general  purchasing  power  when  the  general  price  index  was  119.2  (rounded  to  the 
nearest  whole  dollar)  would  be: 

(a)  $59,600.  (d)  $45,512. 

(b)  $54,931.  (e)  None  of  the  above. 

(c)  $46,083. 

10  Q.  6  Define  the  following  terms: 

(a)  Testator 

(b)  Executor 

(c)  Devise 

(d)  Inter  vivos  trust 

(e)  Settlor 

20  Q.  7  Compare  and  contrast  the  essential  features  of  accounting  for: 
estates 

nonprofit  organizations 
governments 

large,  public,  profit-seeking  firms. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  ACCOUNTING  511  EXAMINATION 
DECEMBER,  1980 
EXAMINER'S  COMMENTS 


General 

Many  students  did  not  plan  their  answers,  write  clearly  and  logically,  then  edit  their  work,  even  though  time  was  not 
a  constraint  on  this  exam. 

Specific 

Q.  1  Most  students  were  able  to  write  an  acceptable  answer  to  this  question.  The  majority  agreed  with  the 

statement  made  on  the  exam. 

Q.2  Most  students  did  quite  well,  although  some  answers  were  a  bit  short  on  explanation.  Very  few  students 

confused  replacement  cost  and  inflation  accounting. 

Q.3  (a)  Many  answers  were  completely  correct. 

(b)  Most  students  produced  the  correct  answer,  although  a  few  used  GPL  figures  as  one  method 
and,  of  course,  received  no  marks  for  it. 

(c)  A  minority  of  students  worte  that  you  can  revise  the  statements,  and  earned  zero  marks. 

Answers  should  have  given  some  indication  of  the  “raisin  d'etre”  for  current  GAAP,  or  a  clear 
description  of  how  supplementary  information  may  be  presented. 

Q.4  (a)  A  five-mark  give-away  for  most  students. 

(b)  No  special  comments. 

Q.5  If  no  computations  were  shown  anywhere,  a  50%-of-the-marks-attained  penalty  was  deducted. 

Q.6  (a)  Some  students  correctly  pointed  out  that  a  “testator”  is  a  male  person,  and  that  a  “testatrix”  is 

the  female  form. 

(b)  A  mark  was  deducted  if  the  student  altogether  failed  to  write  who  appoints  the  executor. 

(c)  Most  students  provided  the  correct  answer. 

(d)  This  kind  of  trust  becomes  operative  right  away  and  is  not  dependent  on  the  death  of  the  settlor, 
as  some  students  wrote. 

(e)  No  special  comment. 

Q.7  The  format  for  answering  this  type  of  question  is  worthwhile  to  consider: 

—  best  is  the  matrix  style,  as  in  the  suggested  solution; 

—  second  best  would  be  four  headings,  one  for  each  type  of  entity; 

—  third  best  would  be  headings  by  features; 

—  poorest  is  a  rambling  essay  style. 

Many  ramblers  confused  general  features  with  accounting  features,  did  little  *o  compare  and  contrast, 
and  repeated  points. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
ADVANCED  ACCOUNTING  511  EXAMINATION 
DECEMBER  1980 
SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 


Q  i 

(10)  (a)  Few  will  disagree  with  the  first  sentence,  but  agreement  on  whether  or  not  diverse, 

undefined  users  constitute  a  serious  problem  is  open. 

Agree: 

As  the  notes  point  out  (1:2)  the  FASB  appendix  tentative  conclusions  on  objectives  are 
preoccupied  with  usefulness  for  investors  and  creditors.  Most  will  agree  that 
publication  of  one  set  of  general  purpose  financial  statements  to  satisfy  users  of  diverse 
levels  of  sophistication  and  needs  involves  a  lot  of  compromise.  Also,  we  do  not 
generally  agree  just  who  our  users  are.  Hendriksen  discusses  the  problem  on  pp.  1 14  - 
116,  in  terms  of  his  3  levels. 

Disagree: 

The  notes  (1:2)  suggest  that  statements  cannot  be  useful  because  of  the  efficient  market 
hypothesis,  and  Beaver’s  article  points  out  that  simplistic  financial  statement  analysis 
is  not  useful.  Financial  statements’  usefulness  is  in  disclosure  for  the  efficient  market 
not  for  the  naive  investor. 


Some  marks  (maximum  5)  may  be  given  for  simple  identification  of  the  users  and 
specification  of  how  their  needs  differ;  for  example: 

Users_ Information  Needs 


Investors 

Creditors 

Directors 

Managers 


Future  cash  flows. 
Ability  to  repay. 
Performance  evaluation. 
Planning  data. 


(5)  (b)  There  is  some  room  for  innovative  ideas  here,  but  the  topic  is  covered  in  the 

Hendriksen  readings  (pp.  117  -  8),  where  he  reviews  the  AAA’s  ASOBAT  suggestions 
of  Sets  of  specific  reports  to  specific  users.  Difficulties  are  unspecified  decision  models 
and  the  inefficiency  of  the  selection  process. 


Because  a  lot  of  the  literature  says  so,  some  students  may  suggest  replacing  (or 
supplementing)  literal-dollar  historical  cost  statements  with  purchasing  power  unit 
and/or  current  cost  statements  (maximum  2  marks). 
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Q.  2  Many  will  answer  in  the  context  of  the  four  models  (notes  3:2)  or  in  Sterling’s  context  (3:26), 
and  this  is  a  good  approach. 

When  we  combine  specific  price  changes  with  general  price  level  changes, “reaf'changes  in 
relative  market  standing  can  be  isolated  from  the  “fictional”  change  in  the  specific  price 
that  stems  from  the  change  in  the  purchasing  power  of  the  dollar  (general  price  level). 

The  question  is  specifically  answered  at  the  bottom  of  4:2. 

Hendriksen  makes  an  important  conceptual  distinction  between  “specific”  market  prices 
for  individual  assets  and  the  “general  price  level”  or  purchasing  power  of  the  dollar  as 
indicated  by  the  weighted  average  specific  prices  of  a  market  basket  of  goods  and  services. 
Specific  prices  such  as  the  replacement  cost  or  net  realizable  value  of  a  particular  asset  are 
valuation  coefficients,  whereas  the  general  price  level  refers  not  to  asset  valuation  but  to  the 
purchasing  power  of  the  dollar  in  which  all  prices  are  expressed,  (i.e.,  the  measurement 
scale).  Specific  prices  indicate  the  relative  market  ranking  of  a  good  or  service  vis-a-vis  all 
other  goods  or  services  in  the  market  at  a  particular  point  in  time;  a  general  price  index 
indicates  the  change  in  purchasing  power  of  the  dollar. 

The  distinction  between  specific  price  changes  and  general  price  changes  is  important 
because  not  all  assets  and  liabilities  are  affected  in  a  similar  fashion  by  changes  in  the 
general  price  level.  For  example,  monetary  assets  and  liabilities  are  fixed  in  terms  of  the 
monetary  unit  (the  dollar)  by  contract  (e.g. ,  bank  deposits) ,  and  hence  real  gains  and  losses 
can  be  caused  by  changes  in  the  general  price  index  (purchasing  power  of  the  dollar 
changes).  On  the  other  hand,  nonmonetary  assets  and  equities  are  not  fixed  in  terms  of  the 
monetary  unit  and  are  free  to  vary  in  price,  (e.g.,  land).  Hence,  prices  are  free  to  fluctuate  in 
the  market  to  compensate  for  the  decline  in  the  purchasing  power  of  the  dollar  (e.g.,  land  as 
a  hedge  against  inflation). 

Students  should  point  out  that  replacement  cost  accounting  is  one  class  of  current  cost 
accounting  (the  one  currently  recommended  by  ARC). 
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Q.  3 

(4)  (a)  This  is  covered  in  Lesson  4  notes  and  Hendriksen’s  pp.  214  -  225, 235-  236.  Factors  that 

lead  to  differences  between  book  value  and  current  fair  value  are: 


(1)  changes  in  general  price  levels; 

(2)  change  in  specific  price  levels  for  road  building  equipment; 

(3)  current  fair  value  itself  —  is  it  entry  or  exit  value?  (The  equipment  was  originally 
acquired  <§>  cost  below  entry  price  for  that  period); 

(4)  book  value  itself  —  over-statement  of  depreciation? 


(b)  Three  methods: 

Hendriksen’s  pp.  216/7 
Lesson  notes:  L.  4 
Bell,  4:9/4:11 


(2)  (1)  Entry  price 


(2) 

(2) 

Exit  or  NRV 

(1) 

(3) 

P.V.  of  expected  cash  inflows 

(1)  Entry  Price:  (current  input)  -  require  the  assumption  that  the  firm  generally 
purchases  same  type  of  assets;  also  assumes  no  technological  changes  (e.g.  MRK 
IV  replaces  MRKIII  and  turns  out  25%  more  for  85%  of  cost  of  MRKIII)  Also, 
requires  an  organized  market. 


(2)  Exit  Price:  (or  NRV)  -  is  a  short  run  concept;  a  positive  excess  of  NRV  over  cost 
indicates  nothing  about  eventual  disposition  of  the  asset.  Exit  values  anticipate 
profit  or  loss  but  eventual  realization  may  be  different.  Exit  values  exclude 
acquisition  charges  (e.g.  installation/removal  costs)  which  are  not  indicative  of 
current  cost.  Also  needs  organized  markets. 

(3)  PV  of  expected  net  cash  inflows:  -  requires  estimating  the  cash  flows,  and 
specifying  the  rate  of  discount.  These  two  facts  limit  usefulness  of  this  method. 


Note: 


It  is  expected  that  students  will  provide  an  explanation  of  each  of  the  3  methods. 
The  notes  do  not  specifically  detail  method  (3)  but  Bell  talks  about  it  on  p.  4: 10. 


(5)  (c)  From  the  standpoint  of  GAAP,  there  is  at  present  no  way  that  assets  should  be  written 

up.  Recent  (Dec.  79)  ARC-ED  on  current  cost  provides  means  for  future  resolution, 
but  at  present  there  is  no  way.  Refer  to  Lesson  Notes  for  objections  (pp.  4:3  -  4:6): 


—  conservatism 

—  going  concern  concept 

—  objectivity 

—  realization 

—  verifiability 


“violates” 

these 

principles. 
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Q.  4 

(5)  (a)  The  conventional  accounting  treatment  of  depreciation  will  probably  result  in  long 

answers  from  students.  Lesson  p.  5:2  and  Hendrikson’s  pp.  389/392  are  the  obvious 
references. 

Basically,  depreciation  is  an  arbitrary  allocation  of  the  outlay  for  acquisition  over 
several  accounting  periods.  It  is  an  attempt  to  match  the  decline  in  service  potential 
over  time  or  to  assign  to  periods  part  of  the  cost  of  the  asset  over  time. 


(4)  (b) 

(i)  Covered  in  Hendriksen’s  pp. 393/396: 

—  decline  in  service  potential, 

—  decline  in  discounted  net  revenue  contribution, 

—  decrease  in  the  resale  price  of  the  used  asset. 

The  first  two  can  be  of  doubtful  benefit.  The  value  is  static  in  nature  (p.  395)  and 
the  cost  of  capital  changes  over  time,  but  the  original  cost  was  valued  at  some 
specific  cost  of  capital,  which  is  embodied  as  part  of  total  operating  facilities.  We 
cannot  measure  marginal  values.  The  third  method  implies  current  exit  prices, 
with  all  the  shortcomings  of  that  measure.  There  is  no  evidence  that  exit  value  is 
relevant  (p.  396)  for  users. 

(4)  (ii)  The  basic  idea  is  that  the  amount  of  cost  allocated  should  represent  the  amount 

that  is  being  matched  with  expected  revenues;  or  the  net  revenue  contribution  for 
the  period.  For  example,  the  time  adjusted  method  assumes  that  the  rate  of 
return  is  constant;  is  static  in  nature;  or  even  could  be  negative.  This  can  lead  to 
multiple  rates  of  return.  The  more  common  method  (constant  ratio  of  cost  to  net 
revenue  contribution)  has  problems  because  it  does  not  adjust  for  the  timing  of 
revenue  flows.  But  it  is  easy  to  apply  and  it  is  consistent  with  matching  of  net 
revenue  and  expenses.  One  can  also  use  an  allocation  basis  of  matching  cost  with 
physical  service  units  (e.g.,  hours  of  service,  no.  of  units  turned  out,  etc.). 


All  three  methods  for  (ii)  are  discussed  in  Hendriksen(pp.  396/400)  in  detail.  But 
the  whole  of  Chapter  13  covers  depreciation  and  any  reasonable  arguments 
supported  by  justifiable  reasons  are  acceptable. 

(2)  (iii)  This  part  will  be  the  hardest  to  answer  in  that  it  is  not  specifically  covered  in 

Chapter  13.  Students  will  have  to  apply  experience  to  get  answer.  Any  reasonable 
argument,  providing  it  is  not  circular  and  it  genuinely  justifies  the  choice,  can  be 
accepted. 
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Q.  5 


1.  b 

2.  a 

3.  b 

4.  e 

5.  e 

6.  d 

7.  c 

8.  b 


Equipment 

Accumulated  Depreciation 


Equipment 

Accumulated  depreciation 


Book  Value 

$120,000 

20,000 

Book  Value 

$120,000 

20,000 


Book  value 
Proceeds 

Loss 

Book  value 
Proceeds 


No  gain  or  loss  @  $25,000 

Book  value  $100,000  X  170/100  = 

Proceeds 


Loss  on  sale  of  land 


Factor 

125/100 

125/100 

Factor 

150/100 

150/100 


Price  Level 

$150,000 

25,000 

Price  Level 

$180,000 

30,000 

$150,000 


$  20,000  X 
$60,000  X  175/100  = 


$20,000  x  150/120  = 


150/100  =  $30,000 

$105,000 

85,000 


$  20,000 

$  25,000 
25,000 


-0- 


$170,000 

160,000 

$  10,000 


$50,000  X  100/108.5  =  $46,082,95 
$50,000  X  119.2/108.5  =  $54,930.88 


10  Q.  6  Definitions:  (2  marks  each) 

(a)  A  testator  is  a  person  who  creates  a  will. 

(b)  An  executor  is  the  person  named  in  a  will  or  by  the  court  to  settle  the  estate  of  a 
testator. 

(c)  A  devise  is  a  bequest,  by  means  of  a  will,  of  real  or  personal  property. 

(d)  An  inter  vivos  trust  is  trust  created  during  the  settlor’s  lifetime. 

(e)  A  settlor  is  the  creator  of  a  trust. 
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20 


Q.  7  This  is  a  review  question,  and  no  specific  references  to  lesson  notes  is  possible,  but  Lessons  9 
&  10  cover  the  material. 


ESTATES 

NOT  FOR 

PROFIT 

GOVERNMENTS 

LARGE  PUBLIC 
PROFIT  SEEKING 
FIRMS 

Purpose  of 

Reports 

Acc’tability 

Acc’tability 

Acc’tability 

Decisions 

Cash  vs 

Accrual 

Mainly  Cash 

Mainly  Cash 

Mainly  Cash 

Accrual 

Consolidated 
or  Not 

NOT 

NOT 

Usually  NOT 

YES 

“Bottom 

Line” 

Balance  of 

Respon¬ 

sibility 

Surplus  or 

Deficit 

Surplus  or 

Deficit 

Profit 

(Loss) 

Attribute 

Measured 

Market  & 

Cost 

Cost  on 

Cash  Basis 

Cost  on 

Cash  Basis 

Cost 

Budgets 

N/A 

Internal  & 

Public 

Public 

Internal 

Constraints 

Will  or 

Probate 

reg’n 

Charter 

Laws  & 

Voters 

Market 

Continuity 

Not  Assured 

Not  Assured 

? 

Assumed 

Accounting 

Rules 

Unclear 

Unclear 

Reasonably 

Clear 

Reasonably 

Clear  -  GAAP 

It  is  expected  that  not  all  of  the  points  will  be  given,  but  at  least  5  for  each  type  of 
organization  are  expected  in  answers. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  ACCOUNTING  511  EXAMINATION 
MARCH,  1981 


MARKS 


TIME:  3  HOURS 


15 


15 


10 


Q.  1  The  traditional  accounting  concept  of  conservatism  is  discussed  in  the  lesson  notes  and 
readings. 

Required: 

(5)  (a)  Define  conservatism  and  give  some  forms  of  its  application  in  accounting  practice. 

(10)  (b)  What  are  the  justifications  and  objections  to  conservatism? 

Q.  2  C.R.  Holdings  Ltd.  is  in  the  business  of  buying  and  selling  widgets.  Its  financial  position  on 

January  1,  1979  was: 

Cash  Acc’t  Receivable  Inventory  Owner’s  Equity 

15,000  3,000  5,000  23,000 

During  the  first  six  months  of  1979  the  following  occurred: 

(1)  The  Accounts  Receivable  from  customers  at  the  beginning  of  the  period  was  received. 

(2)  Sales  revenue  earned  throughout  the  period  (all  of  which  has  been  collected) 
amounted  to  $5,000. 

(3)  The  cost  of  goods  sold  was  $2,000. 

(4)  Wages  incurred  and  paid  throughout  the  period  were  $2,000. 

(5)  Advertising  expense  (paid  on  January  2,  1979)  was  $500. 

(6)  On  June  30  the  cost  of  replacing  the  inventory  sold  has  risen  to  $2,500. 

Required: 

(8)  (a)  Show  the  income  statement  for  period  ended  June  30,  1979,  according  to  (i)  the 

conventional  accounting  model,  and  (ii)  the  replacement  cost  model. 

(7)  (b)  In  your  judgement,  which  income  figure  better  represents  the  company’s 

performance?  Explain. 

Q.  3  Accounting  for  inventories  involves  some  interesting  conceptual  issues. 

Required: 

(5)  (a)  Explain  the  meaning  of  the  term  “market”  as  used  in  the  expression  “Lower  of  cost 

and  market”  and  in  which  situations  the  concept  of  the  lower  of  cost  and  market  is 
normally  applied. 

(5)  (b)  Why  is  the  concept  of  “  lower  of  cost  and  market  ”  applied  to  inventory  valuation? 
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For  the  following  14  questions,  write  the  letter  corresponding  to  the  best  answer  in  your 
examination  booklet. 

(1)  A  feature  common  to  both  stock  split-ups  and  stock  dividends  is: 

a)  A  reduction  in  total  capital  of  a  corporation 

b)  A  transfer  from  retained  earnings  to  contributed  capital 

c)  A  reduction  in  book  value  per  share 

d)  Inclusion  in  a  conventional  statement  of  changes  in  financial  position 

(2)  The  directors  of  Corel  Corporation,  whose  $40  par  value  common  stock  is  currently 
selling  at  $50  per  share,  have  decided  to  issue  a  stock  dividend.  The  Corporation  has  an 
authorization  for  200,000  shares  of  common,  has  issued  1 10,000  shares  of  which 
10,000  shares  are  now  held  as  treasury  stock,  and  desires  to  capitalize  $400,000  of  the 
retained  earnings  balance.  To  accomplish  this,  the  directors  should  declare  a  stock 
dividend  of: 

a)  10%  b)  8%  c)  5%  d)  2% 

(3)  Stock  warrants  outstanding  should  be  classified  as: 

a)  Liabilities 

b)  Reductions  of  capital  contributed  in  excess  of  par 

c)  Assets 

d)  Additions  to  contributed  capital 

(4)  In  accounting  for  a  pension  plan  any  difference  between  the  pension  cost  charged  to 
expense  and  the  payments  into  the  funding  agency  should  be  reported  as: 

a)  An  offset  to  the  liability  for  past  service  cost 

b)  Accrued  liability  or  deferred  pension  cost 

c)  An  operating  expense  in  the  current  period 

d)  An  accrued  actuarial  gain 

(5)  On  December  31,  when  the  Rand  Company’s  stock  was  selling  at  $36  per  share,  its 
stockholders’  equity  accounts  were  as  follows: 

Capital  stock  (par  value  $20)  100,000  shares  issued  $2,000,000 

Premium  on  capital  stock  800,000 

Retained  earnings  4,550,000 

If  a  100%  stock  dividend  were  declared  and  the  par  value  per  share  remained  at  $20: 

a)  An  entry  need  not  be  made  to  record  the  dividend 

b)  Capital  stock  would  increase  to  $5,600,000 

c)  Capital  stock  would  increase  to  $4,000,000 

d)  Total  stockholders’  equity  would  decrease 

(6)  For  some  years  after  a  quasi-reorganization ,  the  retained  earnings  of  a  corporation 
must  be: 

a)  Appropriated 

b)  Dated  when  presented  on  a  balance  sheet 

c)  Maintained  at  zero 

d)  Considered  as  belonging  to  the  company’s  creditors 

(7)  How  should  cumulative  preferred  dividends  not  declared  for  the  current  year  be 
treated  in  computing  the  loss  per  share  of  common  stock? 

a)  Deducted  from  the  loss  for  the  year. 

b)  Added  to  the  loss  for  the  year. 

c)  Deducted  from  net  income  in  the  year  paid. 

d)  Added  to  net  income  in  the  year  paid. 
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(8)  The  issuer  of  a  5%  common  stock  dividend  to  common  stockholders  preferably  should 
transfer  from  retained  earnings  to  contributed  capital  an  amount  equal  to  the: 

a)  Market  value  of  the  shares  issued 

b)  Book  value  of  the  shares  issued 

c)  Minimum  legal  requirement 

d)  Par  or  stated  value  of  the  shares  issued 

(9)  On  July  2  of  year  10,  the  Smith  Company  granted  options  to  purchase  10.000  shares  of 
its  common  stock  at  $20  per  share.  The  market  price  of  the  common  stock  was  $40  per 
share  at  December  3 1  of  Year  10  and  averaged  $25  per  share  during  YearTO.  There  was 
no  change  in  the  100,000  shares  of  outstanding  common  stock  during  Year  10.  The 
number  of  shares  to  be  used  in  computing  fully  diluted  earnings  per  share  is: 

a)  110,000  b)  100,000  c)  105,000  d)  102,000  e)  Some  other  amount 

(10)  The  term  private  corporation  as  distinct  from  public  corporation  means  those 
corporations: 

a)  With  shares  listed  on  the  Toronto  Stock  Exchange  and/or  other  stock  exchanges 

b)  Which  are  organized  and  operate  to  earn  a  profit 

c)  Whose  shares  are  not  owned  by  the  federal  or  provincial  government 

d)  Which  are  owned  by  a  small  number  of  owners  and  whose  bonds  or  shares  are 

not  offered  to  the  public 

(11)  Total  stockholders’  equity  is  not  affected  by: 

a)  The  issuance  of  a  stock  dividend  (common  on  common) 

b)  The  creation  of  a  “reserve”  for  current  income  taxes 

c)  The  sale  of  treasury  stock  at  a  price  in  excess  of  cost 

d)  The  declaration  of  a  cash  dividend 

(12)  Income  tax  allocation  procedures  are  not  appropriate  when: 

a)  Actual  income  taxes  paid  during  the  period  exceed  the  income  taxes  computed 
on  pre-tax  accounting  income 

b)  Income  taxes  computed  on  pre-tax  accounting  income  exceed  actual  income 
taxes  paid  during  the  period 

c)  An  expense  deducted  for  financial  reporting  is  not  deductible  for  income  tax 
purposes  in  any  period 

d)  A  cost  expensed  this  period  for  income  tax  purposes  is  deferred  for  financial 
reporting  in  a  later  period 

(13)  The  past  service  cost  of  a  pension  plan  should  be: 

a)  Recognized  in  full  as  an  expense  of  the  period  the  pension  plan  is  adopted 

b)  Charged  over  a  reasonable  number  of  current  and  future  years 

c)  Charged  to  retained  earnings  as  prior  period  adjustment 

d)  Amortized  over  5-10  years 

(14)  Dividends  in  arrears  on  a  cumulative  preferred  stock  should  be  reported  on  the 
balance  sheet: 

a)  As  a  current  liability 

b)  As  a  current  liability  if  payment  within  the  operating  cycle  is  expected 

c)  As  a  noncurrent  liability 

d)  In  an  explanatory  note 
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16  Q.  5 

Accounting  for  estates  carries  with  it  special  features  and  peculiarities  in  comparison  with 
commercial  accounting. 

Required: 

(8) 

(a)  Why  must  there  be  a  sharp  distinction  between  principal  and  income  in  the 
administration  of  an  estate? 

(8) 

(b)  Indicate  whether  each  of  the  statements  which  follow  the  trust  situation  below  is  true 
or  false: 

Ellen  Singer  is  trustee  of  a  testamentary  trust  established  in  the  will  of  Carla  Moka. 
The  principal  of  the  trust  consists  of  stocks,  bonds,  and  a  building  subject  to  a 
mortgage.  The  will  provides  that  trust  income  is  to  be  paid  to  the  surviving  husband, 
Luka  Moka,  during  his  lifetime,  that  the  trust  will  terminate  upon  his  death,  and  that 
the  principal  is  then  to  be  distributed  to  the  Davie  School  for  Girls. 

(1)  A  cash  dividend  received  on  one  of  the  trust  securities  may  not  be  used  without 
compensating  the  husband. 

(2)  A  5%  stock  dividend  on  Z  Ltd.  stock  should  be  distributed  to  Luka  Moka. 

(3)  The  cost  of  insurance  on  the  office  building  should  be  deducted  from  the  income 
paid  to  Luka  Moka. 

(4)  Monthly  principal  payments  to  amortize  the  mortgage  note  are  deducted  from 
income. 

(5)  Proceeds  from  the  fire  insurance  on  the  office  building  would  be  part  of  the  trust 
principal. 

(6)  The  cost  of  exercising  stock  warrants  is  chargeable  to  trust  income. 

(7)  The  Davie  School  for  Girls  is  the  residuary  beneficiary  of  the  trust  established 
under  Carla  Moka’s  will. 

(8)  If  Luka  Moka  and  the  Davie  School  for  Girls  agree  to  terminate  the  trust  and 
divide  the  trust  principal,  the  trustee  would  have  to  comply  with  their  wishes. 

15  Q.  6 

What  is  the  support  for  each  of  the  following  aspects  of  accounting  theory  as  applied  in 
governmental  accounting? 

(5) 

(5) 

(5) 

(a)  The  modified  accrual  basis  of  accounting. 

(b)  The  encumbrance  accounting  technique. 

(c)  Recording  the  budget  in  the  accounting  records. 

15  Q.  7 

The  accounting  for  nonprofit  organizations  is  similar  in  some  ways  to  the  accounting  for 
government  bodies. 

Required: 

(9) 

(a)  Describe  three  characteristics  of  nonprofit  organizations  which  resemble  those  of 
government  entities. 

(6) 

(b)  Identify  three  funds  which  are  used  by  a  hospital. 

100 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  ACCOUNTING  511  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


General 

This  was  a  relatively  easy  exam,  in  that  marks  were  awarded  for  very  sketchy  answers.  However,  students  seemed 

unfamiliar  with  some  of  the  material  (especially  in  question  four)  and  so  the  results  were  disappointing. 

Specific 

Q.l  Handled  fairly  well,  although  students  tended  to  repeat  the  same  answer  over  and  over,  in  different 

guises. 

Q.2  Although  the  question  specifically  asked  for  an  appraisal  of  the  better  method  “in  this  case”,  students 

tended  to  merely  repeat  the  supposed  improvements  engendered  by  the  replacement  cost  model,  without 
applying  their  analysis  to  the  example  in  the  question.  As  well,  an  uncomfortably  large  percentage  did 
not  know  the  difference  between  a  holding  loss  and  a  holding  gain,  and  their  presentation  of  the  income 
statement  in  replacement-based  model  was  poorly  done. 

Q.3  Allowances  were  made  since  the  course  materials  are  not  explicit,  and  the  Handbook  requirements  differ 

somewhat  from  the  theoretical  aspects:  i.e.,  the  Handbook  has  market  used  whenever  it  is  lower  than 
cost,  but  in  theory,  this  lower  valuation  should  only  be  used  if  the  decrease  is  deemed  permanent. 

Q.4  Very  poorly  done.  Students  were  apparently  not  familiar  (or  simply  did  not  remember)  how  to  handle 

aspects  of  shareholders’  equity,  especially  with  reference  to  stock  dividends,  splits,  earnings  per  share, 
etc. 

Q.5  Fairly  well  done,  although  students  tended  to  overlook  the  taxation  consequences  of  the  corpus/income 

distinction. 

Q.6  Except  for  modified  accrual  (part  (a)),  this  question  was  handled  well. 

Q.7  Handled  well  for  the  most  part,  although  there  was  a  large  proportion  who  provided  the  funds  of  a 

government  operation,  rather  than  a  hospital.  The  major  complaint  is  that  only  three 
characteristics/funds  were  required,  but  often  four  or  more  were  provided  by  the  students. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS' ASSOCIATION 


ADVANCED  ACCOUNTING  511  EXAMINATION 
MARCH,  1981 
SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 

Q  i 

(5)  (a)  Hendriksen  (pp.  132/4)  covers  this  topic.  The  term  is  defined  on  p.  132,  while  the  pros 

and  cons  are  discussed  on  pp.  132/4.  The  lesson  notes  (4:3/4)  also  discuss 

conservatism,  although  in  the  context  of  current  value. 

Conservatism,  forms  of  application: 

1.  report  the  lowest  of  several  possible  values  for  assets  &  revenues, 

2.  report  the  highest  of  several  possible  values  for  liabilities  &  expenses, 

3.  recognize  expenses  sooner,  rather  than  later, 

4.  recognize  revenues  later  rather  than  sooner. 

The  overall  effect  is  “pessimism”.  (Some  specific  examples  may  be  given.) 

(10)  (b)  Three  justifications  and  objections  are  in  Hendriksen,  and  one  more  (Sterling’s 

objection)  is  in  the  lesson  notes  (4:4). 

i)  Conservatism  is  necessary  as  a  countervailing  influence,  given  the  tendency  for 
management  to  bias  its  judgement  towards  “optimism”.  But  statements  of 
management  are  used  for  decision  making,  and  understatement  is  just  as  bad  as 
overstatement;  they  are  both  misleading. 

ii)  Arguments  are  put  forward  that  the  overstatement  of  profit  and  valuation  is 
“worse’  than  understatement.  The  consequences  of  loss  or  bankruptcy  are  worse 
than  those  of  a  gain.  But,  in  effect  there  are  two  sets  of  rules  to  recognize  and 
measure  losses  and  gains.  The  accountant  is  in  a  good  position  to  assess  the  risk, 
but  risk  is  a  subjective  evaluation,  so  we  err  on  the  side  of  being  risk-averse. 

iii)  The  accountant  has  more  information  than  can  be  communicated,  and  he  is 
faced  with  the  danger  of  Type  I  and  Type  II  errors.  He  leans  towards  Type  I  and 
so  we  are  “conservative”.  The  objection  is  that  the  consequences  of  both  types  are 
equal.  There  is  no  evidence  that  Type  I  error  consequences  are  less  than  Type  II 
consequences. 

iv)  Finally,  Sterling’s  argument  on  page  4:4  of  the  lesson  notes  (re:  the  value  and 
effect  of  conservatism)  can  be  cited. 

(  Any  3  of  4  for  10  marks) 

Justifications  and  objections  may  be  listed  separately: 


Justifications 

Objections 

(1) 

counteract  management  bias 

(1) 

understatement  as  misleading 
as  overstatement 

(2) 

profit  overstatement  worse 
than  understatement 

(2) 

err  on  side  of  risk-aversion 

(3) 

Type  I  error  less  serious 

(3) 

no  evidence  that  Type  II  worse 

than  Type  II  errors 

than  Type  I 

(4)  intend  to  deceive  (see  Sterling) 
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GAAP 

REPLACEMENT 

COST 

Sales 

5,000 

5,000 

Cost  of  goods  sold 

2,000 

2,500 

Gross  profit 

Expenses: 

3,000 

2,500 

Wages 

(2,000) 

(2,000) 

Advertising 

(500) 

(500) 

Net  income 

500 

0 

(7)  (b)  Because  the  course  materials  “steer”  them  in  that  direction,  most  students  will  respond 

that  the  replacement  cost  model  income  figure  (zero)  best  represents  the  performance 
of  the  company.  The  company  cannot  be  said  to  have  gained  operating  profits  until  it 
replaces  the  inventory  which  it  has  sold.  In  this  instance,  there  is  no  increase  in  wealth, 
because  the  replacement  cost  increases  “ate-up”  the  mark-up  on  goods  sold. 


The  counter  (GAAP)  argument  is  that  merchandisers  mark-up  cost  and  thus  produce 
a  trading  profit.  If  they  decide  to  replace  the  inventory,  it  is  for  future  sales  at  a  future 
marked-up  selling  price.  The  objective  of  the  firm  is  to  make  trading  profits,  not  to 
acquire  and  hold  inventory.  Therefore,  the  GAAP  model  provides  the  best  measure  of 
performance. 

(Either  argument  can  earn  full  marks) 


Note: 

Many  students  will  follow  the  realization  practices  shown  in  the  course  notes.  In  that 
case,  the  income  statement  will  parallel  that  shown  on  page  4: 1 9  of  the  course  notes  and 
a  $500  holding  gain  will  be  realized  in  the  RC  model  to  yield  a  $500  net  income.  Then, 
the  answer  to  part  (b)  will  turn  on  the  usefulness  of  the  distinction  between  holding  and 
trading  gains. 

10  Q.  3 

(5)  (a)  Market  in  Canada  is  generally  defined  as  net  realizable  value;  the  current  output  price 

(obtainable  in  the  market),  less  any  incremental  costs  to  complete  the  sale. 

However,  students  may  cite  Handbook,  para.  3030.11  which  seems  to  allow,  in 
addition  to  the  net  realizable  value  above,  “replacement  cost”  or  “net  realizable  value 
less  normal  profit  margin.” 

(Note  that  Hendriksen  talks  about  USA  concept  of  market,  which  is  not  necessarily 
the  same  as  in  Canada). 


(5) 
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The  concept  is  applied  in  two  situations: 

i)  where  there  is  a  permanent  decline  in  the  value  of  the  inventory,  due  to  either 
technological  change  or  obsolescense;  or 

ii)  in  retail  inventories,  to  provide  for  approximation  of  specific  costs,  again 
provided  the  decline  is  expected  to  be  permanent. 

(b)  The  answer  to  “why”  to  lower  of  cost  or  market  for  inventory  is  a  matter  of 

opinion,  because  this  is  the  significant  departure  from  the  cost  principle  found  in 
GAAP.  Conservatism  is  apparent  in  this  practice  and,  one  supposes,  common 
sense,  in  that  inventory  values  are  evident  to  managers  and  other  readers  and 
should  not  appear  on  the  balance  sheet  at  values  higher  than  NRV. 
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Q.  4 


16  Q.5 

(8) 


(8) 


15  Q.  6 
(5) 


(5) 


(5) 
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(1) 

c 

(  8)  a 

(2) 

b 

(  9)  c 

(3) 

d 

(10)  d 

(4) 

b 

(11)  a 

(5) 

c 

(12)  c 

(6) 

b 

(13)  b 

(7) 

b 

(14)  d 

(a) 

The  distinction 

is  important  because  the  income  beneficiary  of  a  testamentary  trust 

often  is  a  different  person  (organization)  from  the  principal  beneficiary  of  the  trust. 
Also  to  determine  the  value  for  death  duties  (in  jurisdictions  where  such  taxes  apply) 
and  to  distinguish  between  income  to  be  reported  on  death  returns  and  income  to  be 
reported  on  estate  returns  (see  lesson  notes  8:1). 

(b)  (1)  T 

(5)  T 

(2)  F 

(6)  F 

(3)  T 

(7)  T 

(4)  F 

(8)  F 

(a)  Support  for  the  use  of  the  modified  accrual  basis  of  accounting  for  governmental 
funds  and  for  expendable  trust  funds  lies  in  the  importance  of  the  operating 
budget  as  a  control  device  for  those  funds.  The  modified  accrual  basis  of 
accounting  is  used  where  budget  appropriations  do  not  provide  for  certain 
expenditures  (e.g.,  interest).  In  these  instances  the  accrual  is  omitted  and  the 
expense  recorded  when  payment  is  actually  made. 

(b)  The  encumbrance  technique  is  supported  by  the  need  for  careful  control  over 
expenditures  to  assure  that  they  do  not  exceed  appropriated  amounts.  If 
purchase  orders  and  other  commitments  against  appropriations  were  not 
recorded  in  the  expenditures  subsidiary  ledger,  an  unexpended  balance  of  a 
budgetary  appropriation  might  accidentally  be  overexpended. 

(c)  Recording  the  budget  in  the  accounting  records  of  the  various  funds  permits  the 
legislative  authority  to  exercise  control  over  the  expenditures  of  the  funds. 
Actual  revenues  and  expenditures  are  compared  with  budgeted  revenues  and 
appropriations  during  a  fiscal  year  and  in  the  annual  report  for  the  fiscal  year. 
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15  Q.  7 

(9)  (a)  Characteristics  of  nonprofit  organizations  resembling  those  of  government  entities 

include  the  following: 

1 )  Service  to  society.  Nonprofit  organizations  render  services  to  society  as  a  whole. 

2)  No  profit  motivation.  Nonprofit  organizations  do  not  operate  with  the  objective 
of  earning  a  profit. 

3)  Financing  by  the  citizenry.  Most  nonprofit  organizations  depend  on  the  general 
population  for  a  substantial  portion  of  their  revenue,  because  charges  for  services 
generally  are  not  designed  to  cover  all  their  operation  costs. 

4)  Stewardship  for  resources.  Because  a  substantial  portion  of  the  resources  of  a 
nonprofit  organization  are  donated,  the  organization  must  account  for  the 
resources  on  a  stewardship  basis. 

5)  Importance  of  budget.  The  operating  budget  is  important  for  a  nonprofit 
organization  because  of  the  four  preceding  characteristics. 

Although  not  required,  some  students  may  add  various  characteristics  of  the 
entities’  accounting  systems: 

—  encumbrancing 

—  appropriation  accounting 

—  cash  (or  modified  cash)  basis 

—  lack  of  depreciation 

—  etc. 

(6)  (b)  1.  Current  (operating)  funds 

2.  Trust  and  endowment  funds 

3.  Plant  funds 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’ ASSOCIATION 

ADVANCED  ACCOUNTING  511  EXAMINATION 

JUNE,  1981 

MARKS 

TIME:  3  HOURS 

15  Q.  1 

Except  under  special  circumstances,  accountants  usually  recognize  revenue  at  the  point  of 
sale. 

Required: 

(9) 

(a)  Why  is  the  point  of  sale  usually  used  as  a  basis  for  the  timing  of  revenue  recognition? 

(6) 

(b)  List  and  discuss  briefly,  three  alternatives  to  point  of  sale  revenue  recognition. 

25  Q.  2 

KENTCO  MANUFACTURING 

Kentco  Manufacturing  Corporation  Limited  occasionally  has  excess  cash  which  it  invests  in 
short-term  marketable  securities.  Its  transactions  in  such  securities  were  as  follows: 

Year  1 

June  1  Purchase  100,000  shares  of  Electrometics  at  $8  per  share  (index  of  general  price 
level  equals  40). 

At  December  3 1  of  year  1  shares  of  Electrometics  were  still  trading  at  $8  and  the 
index  of  general  prices  was  60. 

Year  2 

May  1  Purchase  100,000  shares  of  Electrometics  at  $9  per  share  (index  of  general  price 

level  equals  90). 

Sept  1  Sell  50,000  shares  of  Electrometics  at  $12  per  share  (index  of  general  price  level 

equals  90). 

At  December  3 1  of  year  2  (end  of  the  company’s  fiscal  year)  the  index  of  general 
price  level  was  100  and  the  price  of  Electrometics  on  the  New  York  Stock 
Exchange  was  $14. 

No  dividends  were  paid  by  Electrometics  in  either  year  1  or  2.  Electrometics  has  5  million 
shares  outstanding. 

Required: 

For  year  2  present  the  items  that  would  appear  on  the  December  31  year  2  Balance  Sheet  and 
on  the  year  2  Income  Statement  of  Kentco  in  connection  with  its  investment  in 
Electrometics  under  each  of  the  following  alternatives.  (In  each  case  show  your  work  clearly 
and  briefly  explain  the  method  you  have  used.) 

(4) 

(a)  If  Kentco  followed  present  generally  accepted  accounting  principles. 

(7) 

(b)  If  Kentco  followed  present  generally  accepted  accounting  principles  but  adjusted  for 
general  price  level  changes. 

(6) 

(c)  If  Kentco  prepared  its  financial  statements  on  a  current  value  basis. 

(8) 

(d)  If  Kentco  prepared  its  financial  statements  in  such  a  way  as  to  adjust  for  changes  in 
both  the  general  price  level  and  the  current  value  of  its  assets. 
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15  Q.  3 

Over  the  years,  a  theory  and  various  practices  of  depreciation  have  evolved. 

Required: 

(9) 

(a)  Explain  the  factors  that  should  be  considered  when  applying  the  conventional  concept 
of  depreciation  to  the  determination  of  how  the  value  of  a  newly  acquired  computer 
system  should  be  assigned  to  expense  for  financial  reporting  purposes.  (Ignore  income 
tax  considerations,  useful  asset  life  estimates,  and  salvage  value  determinations). 

(6) 

(b)  Which  depreciation  method  would  you  recommend  and  why? 

10  Q.  4 

A  company  with  fiscal  year-end  December  31st,  sold  all  of  its  Eastern  Canada  factories  and 
facilities  in  early  February  1980,  before  its  1979  financial  statements  were  released.  The 
intent  is  to  distribute  a  large  dividend  to  shareholders  and  reduce  the  size  of  the  firm.  The 
facilities  sold  represented  about  1/3  of  the  capacity  of  the  firm. 

Required: 

How,  if  at  all,  should  this  be  reflected  in  the  1979  financial  statements?  Explain. 

15  Q.  5 

Accounting  for  estates  and  trusts  carries  with  it  special  features  and  peculiarities  in 
comparison  with  commercial  accounting. 

Required: 

(3) 

(a)  Is  accrual-basis  acounting  ever  used  for  an  estate  or  a  trust?  Explain. 

(12) 

(b)  Explain  whether  each  of  the  following  items  would  be  charged  to  principal  or  to 
income  of  a  testamentary  trust. 

(1)  Depreciation  on  building 

(2)  Legal  fees  for  managing  trust  assets 

(3)  Special  assessment  tax  levied  on  real  estate  for  street  improvements 

(4)  Interest  on  mortgage  note  payable 

(5)  Loss  on  disposal  of  trust  investment 

(6)  Major  repairs  to  property  prior  to  disposal  of  the  property 

E511J81 

Page  2  of  3 

374 


Q.  6  Nonprofit  organizations,  governments  and  commercial  organizations  have  various 
c  aracteristics  which  have  resulted  in  differences  in  accounting  treatment  among  these 


Required: 

(10)  (a)  What  characteristics  of  government  entities  have  a  significant  influence  on  the 

accounting  for  governmental  units?  Explain. 

(5)  (b)  What  characteristics  of  nonprofit  organizations  resemble  those  of  business 

enterprises? 


Q.  7  In  Canada,  reporting  companies  must  disclose  earnings  per  share  figures.  What  earnings  per 
share  figures  must  be  shown? 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  ACCOUNTING  511  EXAMINATION 
JUNE,  1981 

EXAMINER  S  COMMENTS 


General 

This  was  one  of  the  “clean-up  exams”  for  this  terminated  course  and  was  reasonably  well  done  with  the  significant 
exception  of  question  2,  the  four  alternate  accounting  models  question. 

Specific 

Q.l  This  “point-of-sale”  question  is  very  basic  and  well  covered  in  the  course  materials.  Students  often  were 

able  to  answer  the  first  part  of  the  question,  but  were  weak  on  the  alternatives  to  point-of-sale. 

Q.2  This  question  was  a  disaster,  although  it  was  presented  in  the  four-model  configuration  from  the  lesson 

notes.  In  general,  marks  were  lost  for  four  main  reasons: 

a)  Basic  Accounting  weaknesses:  many  students  were  unable  to  correctly  calculate  the  GAAP  model. 

b)  Conceptual  weaknesses:  many  students  confused  the  GPL  and  CV  models,  confused  monetary 
and  nonmonetary  assets,  etc. 

c)  Lack  of  practice:  perhaps  many  students  can  discuss  the  concepts  but  become  confused  with  even  a 
simple  practical  example  such  as  this  one. 

d)  Carelessness:  most  students  did  not  present  the  alternate  (cost  or  market)  values  on  the  balance 
sheets  or  indicate  the  unit  of  measure  in  the  GPL  models. 

Q.3  This  very  fundamental  question  was  not  handled  as  well  as  might  be  expected.  Some  students  exhibited 

conceptual  confusion  over  conventional  depreciation;  some  even  wrote  that  the  purpose  was  to  create  a 
fund  for  replacement!  The  students  who  wrote  about  theoretical  CB  depreciation  schemes  either  did  not 
understand  the  word  “conventional”  or  did  not  read  the  question  carefully. 

Q.4  Most  students  were  able  to  handle  this  subsequent  event  question  quite  well. 

Q.5  This  trust  accounting  question  was  answered  quite  well.  Most  marks  were  lost  in  part  (b),  differentiating 

between  income  and  principal  charges.  (As  usual,  many  aspiring  CGA's  cannot  differentiate  between 
“principles”  and  “principals”  even  when  the  correct  alternative  word  is  presented  to  them  in  the 
examination.) 

Q.6  This  was  a  very  general  question,  probably  answerable  by  a  citizen  who  had  not  even  taken  the  course. 

Most  marks  were  lost  for  describing  the  accounting  for  government  entities  which  influence  the 
accounting. 

Q.7  Fortunately,  this  was  only  a  five  mark  question,  because  most  students  seemed  to  have  only  a  vague  idea 

of  the  EPS  figures  required  by  reporting  companies. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ADVANCED  ACCOUNTING  511  EXAMINATION 

JUNE,  1981 

SUGGESTED  SOLUTIONS 

MARKS 

TIME:  3  HOURS 

15  Q.  1 

(9) 

(a)  This  question  is  specifically  answered  in  Hendriksen  on  pp.  187/8.  Most  students 
should  be  able  to  restate  the  main  arguments: 

—  price  of  the  product  is  established  rather  definitely, 

—  passing  of  title  -  an  exchange, 

sale  is  the  most  significant  event  is  a  firm’s  economic  cycle, 

most  costs  relating  to  manufacture,  acquisition  and  disposal  have  been  incurred 

or  are  readily  determinable, 

uncertainty  (re:  collection)  still  exists,  but  is  minimized. 

Note:  Realization  is  not  a  determinant  in  the  concept  of  income  —  it  is  only  a  guide  as  to 
uncertainty  reduction.  (Three  marks  for  each  of  the  above  points  to  a  maximum  of  9.) 

(6) 

(b)  The  alternatives  are: 

—  subsequent  to  sale, 

—  completion  of  production, 

—  during  production. 

These  alternatives  are  covered  in  Hendriksen  —  one  mark  for  stating  alternatives  (up  to  2) 
and  one  mark  for  a  short  (2-4  sentence)  explanation. 
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25 


Q.  2 

(3) 


(1) 


(4) 


(3) 


(2) 

(1) 

(3) 


(2) 

(3) 

(3) 


Balance  Sheet 
end  Year  2 


(a)  GAAP 
Investment  at  cost 

(market  value  $1,275,000 

$2,100,000) 

Gain  on  sale  of 
Securities 
((50,000  (12-8.5)) 

(b)  GPLA  (in  $Yr.  2) 

Investment  at  cost 

(market  value  $2,250,000 

$2,100,000) 

((800x100/40)  +  (900x100/90)  =  (A)x3/4) 

Loss  on  sale  of 
securities 

700((600,000x  100/90)  -  1/4  (A)) 

(c)  CV 

Investment  at  market  value 

(ave.  cost  $1,275,000)  $2,100,000 

Gain  on  sale  of 
Securities  (see  (a)) 

Holding  gain  on 

Securities 

(2, 100K  -  1.275K) 

or  realized  v.  unrealized 
or  use  FIFO  (=200K  +  800K) 

(d)  CV  -  GPLA  (in  $Yr.  2) 

Investment  at  market  value 

(ave.  cost  $2,250,000)  $2,100,000 

Loss  on  sale  of 
Securities  (see  (b)) 

Holding  loss  on 
Securities 
(2.250K  -  2, 100K) 

or  realized  v,  unrealized 


Income  Statement 
for  Year  2 


$175,000 


($83,333) 


$175,000 

$825,000 


(83,333) 


(150,000) 
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Marking  Notes: 


(a)  I  mark  for  stating  market  value  and  cost  method  as  well  as  1  mark  for  actual  numbers. 

(b)  1  mark  for  market  value,  and  1  mark  for  disclosing  measuring  unit  -  end  of  Year  2  $. 

1  mark  deducted  for  inserting  spurious  holding  gains/losses. 

(c)  I  mark  for  showing  cost  basis. 

(d)  1  mark  for  cost@  endof  Year  2  $. 

1  mark  for  stating  measuring  unit  -  end  of  year  2  $. 

2  marks  for  gam  on  securities  if  method  correct,  but  numbers  wrong. 

(e)  The  above  answers  are  based  on  using  an  average  cost  basis.  Use  of  a  FIFO  or  LIFO 
basis  is  equally  satisfactory. 

15  Q.  3 

(6)  (a)  Hendriksen  (Ch.  13)  covers  depreciation  in  detail.  The  basis  of  the  answer  for  this 

question  will  require  the  student  to  choose  a  particular  concept,  i.e.: 

—  asset  consideration,  or 

—  expense  determination 

as  being  more  important,  and  then  to  support  his  choice.  As  well,  some  reference  to  the 
way  depreciation  should  be  applied  will  be  necessary;  i.e.,  which  charge  method  is  most 
appropriate,  given  the  tremendously  fast  rate  at  which  computers  become  obsolete. 

(6)  (b)  Straight-line  method  might  be  appropriate  because  the  repairs,  maintenance  expense, 

operating  efficiency  and  costs/  revenues  are  relatively  constant  over  the  life  of  the 
system. 


.  .  .  or  .  .  . 

A  decreasing  charge  method  might  be  proposed,  due  to  increasing  maintenance 
expenses,  and  decreasing  operating  efficiency,  relative  to  new  systems  coming  on  the 
market. 

Other  bases  are  harder  to  justify,  but  if  supported,  may  be  given  full  marks. 


Q.  4.  This  situation  clearly  calls  for  footnote  disclosure  in  the  financial  statements,  because  the 
sale: 

(a)  causes  significant  changes  to  assets,  and 

(b)  will  have  a  significant  effect  on  future  operations. 

Handbook  Section  3820  is  not  required  reading,  but  the  point  is  well  covered  in  Hendriksen 
(pp.  551-3)  as  assigned  for  Section  7  of  Lesson  6. 
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Q.  5. 

(3)  (a)  Accrual  basis  accounting  always  is  used  for  the  inventory  of  the  decedent’s  property  as 

of  the  date  of  death,  in  order  to  facilitate  the  distinction  between  principal  and  income 
during  the  administration  of  the  estate.  There  is  seldom  any  other  use  for  accrual  basis 
accounting  in  the  administration  of  an  estate  or  a  trust.  If  the  decedent’s  will  or  the 
trust  document  requires  accrual  basis  accounting  by  the  personal  representative  or  the 
trustee,  it  should  of  course  be  applied. 


(12)  (b)  (1)  Depreciation  on  building  should  be  charged  against  trust  income,  unless  the 

trustor  has  indicated  that  the  income  beneficiaries  are  to  receive  to  full  cash-basis 
income  of  the  trust. 


(2)  Legal  fees  for  managing  trust  assets  are  charged  against  income. 

(3)  Special  assessment  tax  levied  on  real  estate  for  street  improvements  usually  is 
considered  a  capital  expenditure  and  is  charged  against  trust  principal.  If  the  tax 
were  considered  to  be  of  primary  benefit  to  the  income  beneficiaries,  it  would  be 
charged  against  income. 

(4)  Interest  on  mortage  note  payable  accrues  at  the  date  that  the  trust  was  created 
would  be  charged  against  the  principal;  interest  accrued  after  that  date  would  be 
charged  against  income. 

(5)  Loss  on  disposal  of  trust  investments  is  charged  against  principal. 

(6)  Major  repairs  to  property  prior  to  disposal  are  charged  against  principal. 
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Q.  6. 

(10)  (a)  Characteristics  of  government  entities  having  a  significant  influence  upon  the 

accounting  for  governmental  units  are  the  following: 

(1)  Governmental  units  exist  to  serve  the  citizens  subject  to  their  jurisdiction. 

(2)  With  few  exceptions,  government  entities  render  services  to  the  citizenry  without 
the  object  of  profiting  from  these  services. 

(3)  The  citizenry  subject  to  a  government’s  jurisdiction  provides  resources  to  the 
governmental  unit  principally  through  taxation. 

(4)  Operations  of  governmental  units  are  for  the  most  part  initiated  by  various 
legislative  enactments. 

(5)  Government  entities  primary  responsibility  in  financial  reporting  is  to 
demonstrate  adequate  stewardship  for  resources  provided  by  their  citizenry. 

(5)  (b)  Characteristics  of  nonprofit  organizations  which  resemble  those  of  business 

enterprises  include  the  following: 

(1)  Governance  by  board  of  directors.  A  nonprofit  organization  is  governed  by 
elected  or  appointed  directors,  trustee,  or  governors. 

(2)  Measurement  of  cost  expirations.  Cost  expirations,  or  expenses,  rather  than 
expenditures,  usually  are  reported  in  the  operations  statement  of  a  nonprofit 
organization. 

(3)  Use  of  accrual  accounting.  Nonprofit  organizations  employ  the  accrual  basis  of 
accounting.  The  modified  accrual  basis  of  accounting  used  by  some  government 
entity  funds  is  inappropriate  for  nonprofit  organizations. 

Q.  7  Handbook  3500.07  calls  for  three  figures 

(1)  —  basic  earnings  per  share, 

(1)  —  fully  diluted, 

(1)  —  pro  forma,  as  required  by  events; 

(1)  and,  of  course,  comparative,  prior  year  figures  should  be  shown. 

(1)  Also,  an  EPS  figure  for  each  above  is  required  before  extraordinary  items  and  on  net 
income. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


MARKS 

12 


10 


10 


20 


AUDITING  517  EXAMINATION 

DECEMBER,  1980 


TIME:  3  HOURS 

Q.  1  You  will  soon  be  a  professional  accountant.  As  such,  you  will  have  the  option  to  offer 
your  services  to  the  general  public  as  a  professional .  However,  you  know  that  advertis¬ 
ing  is  subject  to  very  strict  regulations  in  your  profession,  as  is  the  case  with  most 
professions.  Should  you  decide  to  offer  your  services  to  the  public  as  a  C.G.A.,  what 
other  means  could  you  use  to  attract  clients  or  to  establish  a  practice,  whether  it  is  a  sole 
proprietorship  or  a  partnership? 

Q.2  The  auditing  of  non-profit  organizations  is  of  particular  interest  to  the  members  of  the 
Canadian  Certified  General  Accountants'  Association.  If  one  considers  more  espe¬ 
cially  the  auditing  of  municipalities,  one  can  summarize  in  four  general  ideas  what 
municipalities  expect  from  their  auditor’s  work. 

REQUIRED: 

List  and  explain  the  four  major  duties  of  a  municipal  auditor. 

Q.3  An  increasing  number  of  professional  accountants  use  flowcharts  instead  of  question¬ 
naires  or  narrative  descriptions  to  gain  a  good  understanding  of  the  internal  control 
systems  used  by  their  clients.  What  are  the  advantages  and  disadvantages  of  flowcharts 
as  a  means  for  evaluating  internal  control  systems,  in  comparison  to  questionnaires  or 
narrative  descriptions? 

Q.4  You  are  the  auditor  of  MN  partnership  which  is  comprised  of  four  partners.  The 
partners  inform  you  that  they  have  received  a  partnership  proposal  from  KL 
partnership.  (The  new  partnership  would  be  called  KLMN  partnership  .)  They  have 
been  informed  by  the  partners  of  KL  that  you  could  audit  the  books  of  KL  so  that  you 
may  assess  the  fairness  of  their  proposal.  The  financial  statements  of  KL  have 
never  been  audited.  However,  they  are  accompanied  by  the  accountant’s  comments. 

The  partners  of  MN  inform  you  that  you  would  be  appointed  auditor  of  KLMN. 
However,  the  partners  of  KL  would  like  to  know  the  advantages  of  having  audited 
financial  statements,  and  the  partners  ofMN  have  asked  you  to  explain  these 
advantages  to  the  partners  of  KL.  During  the  preliminary  discussions,  you  find  out 
that  KL  holds  a  49%  interest  in  a  research  company,  ABC,  and  that  they  used  the 
equity  method  to  record  it  in  their  financial  statements.  You  are  also  provided  with  a 
partial  trial  balance  of  each  partnership. 
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MN  Partnership 
Partial  Trial  Balance 


Cash 

Accounts  Receivable 
Fixed  Assets 
Accounts  Payable 
Partners’  equity 
including  profit  &  loss 


$  200,000 
400,000 
25.000 

$  125,000 
500,000 


KL  Partnership 
Partial  Trial  Balance 


Accounts  Receivable 
Investment  in  ABC  (49%), 
company  audited  by 
another  CGA  firm 
Work  in  Progress 
Leasehold  Improvements 
Bank  Overdraft 
Accounts  Payable 
Amount  due  from  former 
partner 

Partners'  equity 
including  profit  &  loss 


$  150,000 


425,000 

100,000 

50.000 

$  50,000 
75,000 

100,000 

500,000 


REQUIRED: 

(7)  a)  What  points  would  you  examine  in  order  to  be  able  to  advise  the  partners  of  MN 
on  the  fairness  of  the  proposal  made  to  them? 

(7)  b)  List  the  points  that  you  would  discuss  with  the  partners  of  KL  to  show  the 
advantages  of  having  the  financial  statements  of  KLMN  audited. 

(6)  c)  How  could  your  audit  report  for  the  new  partnership,  KLMN,  be  affected  by 
your  responsibility  with  regard  to  KL’s  investment  in  ABC? 

10  Q.5  At  a  meeting  of  your  firm’s  partners,  you  have  been  requested  to  report  on  the 

application  of  statistical  sampling  among  your  firm’s  major  clients.Your  colleagues  are 
particularly  interested  in: 

the  relationship  between  internal  control  and  the  size  of  the  sample,  and 
the  relationship  between  materiality  and  the  size  of  the  sample. 

REQUIRED: 

Briefly  describe  and  explain  the  above  relationships. 
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Q.6  Complete  the  following  statements.  Write  the  letter  of  your  answer  beside  the  number  of 
the  question  in  your  exam  booklet  (e.g.,  22-a).  Two  marks  will  be  awarded  for  a  correct 
answer.  No  marks  will  be  deducted  for  an  incorrect  answer. 

1)  It  is  considered  that  the  auditor  must  not: 

a)  Express  an  unqualified  opinion  on  pro-forma  financial  statements. 

b)  Express  a  qualified  opinion  if  the  work  he  has  performed  is  not  sufficient  enough 
for  him  to  express  an  opinion. 

c)  Discuss  his  fees  before  the  audit  is  finished. 

d)  Agree,  at  his  clients’s  request,  not  to  send  confirmation  letters  to  certain 
categories  of  debtors. 

e)  None  of  the  above. 

2)  It  is  appropriate  for  the  auditor  to  use  the  expression  *  subject  to’  in  his  opinion 
when: 

a)  He  has  observed  a  violation  of  generally  accepted  accounting  principles. 

b)  It  is  impossible  for  him  to  apply  an  essential  auditing  procedure. 

c)  There  is  a  lack  of  consistency  with  the  previous  year. 

d)  The  outcome  of  a  major  event  is  uncertain. 

e)  None  of  the  above. 

3)  The  ‘accountant’s  comments’  on  unaudited  financial  statements  should: 

a)  Specify  that  the  financial  statements  must  not  be  communicated  to  third  parties. 

b)  Indicate  that  an  audit  was  performed. 

c)  Indicate  the  source  of  the  information  on  which  the  financial  statements  are 
based. 

d)  Use  the  term  ‘auditor’  to  designate  the  public  accountant. 

e)  None  of  the  above. 

4)  When  his  name  may  be  associated  to  unaudited  financial  statements,  the  accountant 
must  review  these  financial  statements.  The  scope  of  his  examination  must  be  such 
as  to  enable  him  to  ensure  that  the  financial  statements: 

a)  Present  fairly  the  financial  position  and  the  results  of  operations. 

b)  Are  drawn  up  in  a  comparative  format. 

c)  Reflect  plausible  situations. 

d)  Show  an  income  computed  in  conformity  with  the  provisions  of  the  Canada 
Income  Tax  Act. 

e)  None  of  the  above. 

5)  The  accountant  uses  different  tests  to  verify  sales.  One  of  these  tests  consists  of 
tracing  back  to  the  debit  of  the  customer  accounts  of  the  Accounts  Receivable 
Ledger  a  sample  of  the  invoices  recorded  in  the  Sales  Journal .  This  test  enables  him 
to  form  an  opinion  as  to  whether: 

a)  Each  sale  invoice  represents  an  actual  sale. 

b)  All  sales  have  been  recorded. 

c)  All  debits  entered  in  the  customer  accounts  of  the  Accounts  Receivable  Ledger 
are  backed  by  a  sale  invoice. 

d)  All  recorded  invoices  were  properly  posted  in  the  customer  accounts. 

e)  None  of  the  above. 
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6)  When  reviewing  new  fixed  assets,  the  accountant  would  normally  object  to  the 
capitalization  of: 

a)  The  cost  of  overhauling  a  lift  truck  purchased  recently. 

b)  The  salary  paid  to  the  operators  of  new  machines  during  the  testing  and 
adjustment  period  of  such  machines. 

c)  The  installation  cost  of  wall  partitions  in  an  office  building  owned  by  the  client, 
at  the  request  of  a  new  tenant  with  a  long  term  lease. 

d)  The  maintenance  cost  of  an  unused  plant  kept  in  reserve. 

e)  None  of  the  above. 

7)  Which  one  of  the  following  events,  which  occurred  between  the  balance  sheet  date 
and  the  date  where  the  auditor  finished  his  field  work,  does  not  usually  require  that 
the  financial  statements  be  restated  or  that  reference  to  this  event  be  made  in  the 
auditor’s  report: 

a)  A  decrease  in  the  sales  volume  due  to  an  economic  crisis. 

b)  Serious  damage  caused  to  the  plant  of  the  company  by  severe  flooding. 

c)  The  issuing,  with  lots  of  publicity ,  of  corporate  shares  with  restrictive  clauses. 

d)  The  settlement  of  a  major  claim  for  an  amount  considerably  lower  than  the 
amount  recorded  in  the  books. 

e)  None  of  the  above. 

8)  Normally,  the  auditor  does  not  have  to  express  any  qualification  in  respect  of 
consistency  in  the  application  of  generally  accepted  accounting  principles  when  the 
client: 

a)  Switches  from  the  FIFO  method  to  the  LIFO  method  to  determine  the  cost  of 
inventories. 

b)  Switches  from  straight-line  depreciation  to  accelerated  depreciation  in  both  his 
financial  statements  and  his  federal  income  tax  return. 

c)  Diminishes  his  contribution  to  the  pension  fund  further  to  changes  in  actuarial 
assumptions  based  on  past  results. 

d)  Stops  amortizing  goodwill. 

e)  None  of  the  above. 

9)  During  the  year,  a  company  modified  its  accounting  procedures.  The  financial 
statements  were  so  affected  by  these  changes  that  they  are  truly  misleading  and  are 
not  in  conformity  with  generally  accepted  accounting  principles.  The  auditor 
should: 

a)  Express  an  adverse  opinion  and  disclose  the  reasons  for  the  disagreement 
which  led  to  the  opinion. 

b)  Qualify  his  opinion  with  regard  to  consistency  in  the  application  of  generally 
accepted  accounting  principles  and  include  in  his  report  a  central  paragraph 
explaining  the  changes  and  their  impact  on  the  net  income  for  the  year. 

c)  Issue  a  denial  of  opinion  and  explain  why. 

d)  Qualify  his  opinion  with  regard  to  consistency  in  the  application  of  generally 
accepted  accounting  principles  and  meet  the  requirements  concerning  the 
minimum  of  information  to  be  disclosed,  referring  the  reader  to  the  notes  to  the 
financial  statements. 

e)  None  of  the  above. 
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10)  In  his  report  on  the  financial  statements,  the  auditor  may  omit  to  indicate  if  there 
was  consistency  in  the  application  of  generally  accepted  accounting  principles,  only 
if: 

a)  It  is  the  first  time  he  audits  the  books  of  the  company  and  the  financial  state¬ 
ments  of  the  previous  year  were  audited  by  another  competent  and  independent 
auditor. 

b)  The  company  has  just  been  established  and  it  is  its  first  year. 

c)  He  performed  a  similar  review  for  the  previous  year  and  is  convinced  that  the 
accounting  principles  were  applied  on  a  consistent  basis. 

d)  It  is  the  first  time  he  audits  the  books  of  this  company  and  the  financial 
statements  of  the  previous  years  have  not  been  audited. 

e)  None  of  the  above. 

18  Q.7  In  a  data  centre,  the  basic  objective  of  system  security  is  to  ensure  an  acceptable  risk 

level.  Thus,  controls  must  be  reviewed  as  means  which,  by  protecting  endangered 
values,  tend  to  minimize  the  consequences  of  events.  One  way  of  achieving  this  is  to  try 
and  reduce  the  frequency  of  an  event;  controls  are  then  preventive.  Another  way  is  to 
detect  dangers  and  take  action  to  correct  the  situation;  controls  are  then  detective 
and/or  corrective. 

REQUIRED: 

List  6  detective  and  2corrective  controls.  Indicate  their  objectives  and  explain  how  they 
work. 


100 


END  OF  EXAMINATION 
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MARKS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
AUDITING  517  EXAMINATION 
DECEMBER,  1980 
SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 


Q.l  Source:  L.N.  517-2;  Principles  of  Auditing,  pp.  173-174 
To  buy  an  existing  practice; 

Verbal  advertising  among  friends,  acquaintances,  and  relatives; 

Participation  in  community  activites,  clubs,  and  organizations; 

Speaking  engagements  before  local  groups; 

Recommendation  of  first  clients. 

Q.2  Source:  L.N.  517-4:1 

To  report  whether  the  Balance  Sheet  and  the  Statement  of  Revenue  and  Expendi¬ 
ture  exhibit  a  true  and  correct  view  of  the  state  of  the  municipality’s  affairs. 

To  state,  in  his  report,  whether  the  accounting  records  used  by  the  municipality  are 
inadequate  and  to  what  extent  they  are  inadequate. 

To  report  any  disbursement  made  without  proper  authority. 

To  report  to  the  Council  every  irregularity  he  may  have  discovered. 


Q.3  Source:  L.N.  517-3:1;  Principles  of  Auditing,  pp. 221-222 
Advantages: 

1)  The  major  advantage  of  a  flowchart  is  that  it  provides  a  clearer,  more  specific 
portrayal  of  the  client's  system. 

2)  There  is  less  opportunity  for  misunderstanding  when  one  uses  lines  and  symbols 
rather  than  words  to  describe  an  internal  control  system. 

3)  The  annual  updating  of  a  flowchart  requires  much  less  time. 

Disadvantages: 

1)  Flowcharts  require  more  time  and  skill  to  prepare. 

2)  Internal  control  weaknesses  are  not  identified  as  prominently  as  in  questionnaires, 
for  example. 
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Q.4  Source:  L.N.  517-7:3,  517-8,  517-9 


(7)  a) 

1)  Value  of  financial  statements  of  KL. 

-  Accounting  principles  and  procedures  followed; 

-  Value  of  work  in  progress; 

-  Value  of  investment; 

-  Potential  conflict  with  former  partner; 

-  Value  of  earnings; 

-  Amount  and  trends  of  operating  costs; 

-  Particular  matters  dealt  with  by  the  firm. 

2)  Clauses  of  the  contract: 

-  Duration  of  agreement; 

-  Admission  and  expelling; 

-  Administration; 

-  Accounting  and  fiscal  provisions; 

-  Winding-up; 

-  Partners’  equity  account. 

(7)  b) 

1)  The  audit  provides  a  convenient  means  of  settling  accounts  between  the  partners 
themselves  and  of  avoiding  future  disputes. 

2)  The  audit  facilitates  the  admission  of  a  new  partner  and  the  withdrawal  of  an 
existing  partner. 

3)  The  audit  will  provide  assurance  to  a  limited  partner  that  the  accounts  are 
properly  presented  and  his  interests  are  being  protected. 

(6)  c) 

1)  If  the  auditor  of  the  research  company  is  the  agent  of  the  auditor  of  KLMN  : 


-  The  auditor  of  KLMN  remains  fully  responsible  for  the  work  per¬ 
formed  by  the  auditor  for  the  research  company  with  regard  to  the  financial 
statements  of  KLMN. 

-  No  impact  on  the  auditor’s  report. 


2)  If  the  auditor  of  the  research  company  is  not  the  agent  of  KLMN: 

-  The  auditor  of  KLMN  must  take  reasonable  care  to  ensure  that  the 
financial  statements  of  KLMN  present  fairly  the  financial  position  of  the 
partnership  and  the  results  of  its  operations. 

-  The  auditor  of  KLMN  is  justified  to  rely  on  the  opinion  of  an  expert  (the 
auditor  of  the  research  company). 

-  The  auditor  of  KLMN  must  mention  the  delegation  of  responsibility  in  the 
scope  paragraph  of  his  report. 

3)  Materiality: 

-  Must  seriously  question  his  ability  to  express  an  opinion  on  the  financial 
statements  of  KLMN. 
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10  Q.5  Source:  L.N.  517-3:2,  Principles  of  Auditing,  Ch.  8 

Relationship  between  internal  control  and  sample  size: 


Quality  of 
Internal  Control 


Required 
Confidence  Level 


Low  High 

High  Low 


Sample  Size 
Large 
Small 


Relationship  between  materiality  and  sample  size: 


Materiality 

Low 

High 


Sample  Size 
Large 
Small 


NOTE  TO  MARKER:  The  above  are  the  key  points  which  should  be  discussed  by  the 
student. 

20  Q.6  Source:  L.N.  517-7,  517-10 

1)  b 

2)  d 

3)  c 

4)  c 

5)  d 

6)  d 

7)  a 

8)  c 

9)  a 

10)  b 
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Q.7  Source:  L.N.  517-5,  517-6;  Porter  &  Perry,  Ch.  6 
Detective  controls: 

-  Control  totals  detect  inaccuracy  in  processed  data,  whether  the  error  is  due  to  a  loss  of 
documents,  a  coding  or  keypunching  error,  the  recording  of  an  unauthorized  transac¬ 
tions,  or  a  loss  of  information  during  processing. 

-  Heat  and  smoke  detectors  warn  the  firm  that  a  fire  has  broken  out  without  indicating 
the  cause  of  such  fire  (electric  circuit,  cigarette,  vandalism,  etc.). 

-  Program  testing  is  used  to  detect  any  deviation  from  the  program  logic  with  regard  to 
the  instructions  given  to  programmers,  whether  the  error  was  voluntary  or  accidental. 

-  Internal  labels  enable  the  firm  to  discover  any  errors  in  the  use  of  magnetic  supports, 
whether  or  not  such  errors  are  due  to  the  fact  that  the  wrong  master  file  was  selected 
by  the  librarian  or  the  operator. 

-  The  objective  of  validation  tests  (self-checking  digits,  consistency  checks,  reconcilia¬ 
tion  tests,  limit  tests,  etc.)  is  to  warn  the  firm  of  any  error  resulting  from  coding, 
keypunching  or  processing  itself. 


In  addition  to  the  above,  the  marker  should  consider  the  following  as  acceptable  answers: 

-  data  transmission 

-  control  register 

-  input  checks 

Corrective  controls: 

-  error  detection  and  resubmission 

-  audit  trails 

100  END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

AUDITING  517  EXAMINATION 

MARCH,  1981 

MARKS 

TIME:  3  HOURS 

10  Q.l 

The  Canada  Business  Corporations  Act  requires  a  corporation  to  appoint  its  auditor 
each  year  at  the  first  shareholders  meeting. 

REQUIRED: 

(6) 

(a)  In  what  cases  is  it  mandatory  for  a  corporation  to  appoint  an  auditor? 

(2) 

(b)  Where  a  firm  is  not  required  by  law  to  appoint  an  auditor,  a  resolution  must  still  be 
passed  by  the  shareholders.  Until  when  is  such  a  resolution  valid? 

(2) 

(c)  What  percentage  of  ALL  shareholders  must  be  in  favor  of  the  resolution  referred  to 
in  part  (b)  above  for  it  to  be  valid? 

20  Q.2 

Public  accounting  firms  usually  charge  clients  on  a  time  basis.  Detailed  time  records 
must  therefore  be  maintained  on  every  audit  engagement.  To  enable  the  auditor  to 
know  whether  the  work  is  progressing  as  planned,  a  time  budget  is  usually  prepared  for 
each  audit.  In  addition  to  being  a  convenient  tool  for  evaluating  the  efficiency  of  the 
audit  staff,  time  budgets  enable  audit  seniors  to  provide  their  clients  with  fee  estimates. 

REQUIRED: 

(12'A.)  (a)  List  at  least  five  (5)  reasons  why  the  actual  audit  time  may  exceed  the  estimated 
audit  time. 

( IV2)  (b)  Should  the  client  be  billed  for  the  difference  between  the  actual  audit  time  and  the 
estimated  audit  time?  Explain. 


15  Q.3 

A  co-operative  may  be  defined  as  a  voluntary,  democratically  controlled  association  of 
persons  who  operate  an  enterprise  for  the  purpose  of  supplying  themselves  with  goods 
or  services.  If,  at  the  end  of  a  fiscal  year,  revenues  exceed  expenditures,  the  excess  is 
usually  distributed  among  the  members  in  the  form  of  dividends.  Legislation  dealing 
with  the  incorporation  of  co-operatives  was  first  enacted  in  1865,  before  Confederation, 
in  Canada.  The  early  incorporated  societies  were  mostly  farmers’  organizations. 
However,  co-operatives  are  increasingly  used  for  other  commercial  purposes. 

REQUIRED: 

Name  the  various  categories  of  co-operatives  which  can  be  established  and  in  each 
case,  describe  in  detail  the  types  of  services  they  provide. 
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15  Q.4 

The  organizational  structure  of  an  E  DP  department  includes  the  following  functions: 

(1)  data  processing  management, 

(2)  systems  analysis, 

(3)  programming, 

(4)  computer  operations, 

(5)  program  and  file  library. 

REQUIRED: 

Describe  the  nature  of  each  one  of  these  functions.  Explain  briefly. 

15  Q.5 

Very  often,  small  and  medium-sized  businesses  are  not  incorporated;  they  are  then  sole 
proprietorships  or  partnerships.  The  auditor’s  services  are  then  retained  either  by  the 
owner  himself  or  by  the  partners.  In  such  cases,  duties  performed  by  the  auditor  are 
more  those  of  an  external  consultant  than  those  of  an  auditor. 

REQUIRED: 

(7) 

(a)  Indicate  the  basic  differences  between  the  audit  of  an  incorporated  company  and 
the  audit  of  a  partnership.  Explain  each  difference. 

(5) 

(b)  What  points  should  the  auditor  examine  carefully  when  reviewing  the  partnership 
agreement? 

(3) 

(c)  From  an  individual  partner’s  point  of  view,  what  are  the  benefits  of  having  an 
audit  performed? 

20  Q.6 

A  prospectus  (. .  .)  is  prepared  in  connection  with  the  sale  or  exchange  of  securities  of  a 
corporation.  It  is  designed  to  provide  information  which  will  enable  a  prospective 
investor  to  form  an  opinion  as  to  whether  or  not  he  should  buy  the  securities.  In  this 
connection  it  will  contain  information  concerning  the  securities  being  offered  for  sale, 
description  of  the  company’s  business,  names  of  its  officers  and  directors,  financial 
statements  and  other  pertinent  facts.  (CICA  Handbook,  para.  4000.01) 

REQUIRED: 

List  the  minimum  procedures  which  a  public  accountant  should  carry  out  in  order  to  be 
in  a  position  to  express  an  opinion  onfinancial  statements  to  be  included  in  aprospectus. 

5  Q.7 

Notes  to  financial  statements  are  to  achieve  adequate  disclosure  when  information  in 
the  financial  statements  is  insufficient  to  attain  this  objective. 

REQUIRED: 

The  types  of  information  provided  in  notes  to  financial  statements  may  be  classified  into 
three  categories.  Name  these  categories  and  explain  them  briefly. 

loo 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  517  EXAMINATION 
MARCH,  1981 
EXAMINER'S  COMMENTS 


Specific 

Q.  1  This  was  an  easy  question.  Many  students  gave  a  perfect  answer.  Part  (c)  seemed  to  be  the  most  difficult 

when  compared  with  Part  (a)  and  (b). 

Q.2  This  kind  of  question  does  not  call  for  a  specific  answer.  There  are  many  good  ideas  that  may  be 

expressed.  But,  it  seems  that  many  candidates  find  this  kind  of  question  difficult  to  answer.  They  write 
anything  that  comes  to  mind  and  are  not  specific.  Part  (a)  was  better  than  Part  (b). 

Q.3  This  question  did  not  present  problems  for  the  students.  The  results  were  very  good. 

Q.4  Students  lost  a  lot  of  precious  time  writing  irrelevant  information  but  overall  the  results  were  good. 

Q.5  Part  (a)  was  well  answered  but  for  Parts  (b)  and  (c)  the  marks  vary  from  zero  to  eight. 

Q.6  Again,  students  lost  time  writing  many  pages  about  auditing  standards,  internal  control,  C.G.A. 

competence,  etc.  which  was  not  required. 

Q.7  This  question  was  very  well  answered. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  517  EXAMINATION 
MARCH  1981 

SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


10 


20 


Q.l  Source:  L.N.  517-1:3;  Principles  of  Auditing,  pp.  115-117 

(6)  (a)  When  a  corporation  is  offering  or  has  offered  its  securities  to  the  public. 

When  a  corporation’s  assets  exceed  $5,000,000. 

When  a  corporation’s  gross  revenues  exceed  $10,000,000. 

(2)  (b)  Only  until  the  next  annual  shareholders  meeting. 

(2)  (c)  100%  of  all  shareholders ,  including  shareholders  not  otherwise  entitled  to  vote. 

Q.2  Source:  L.N.  517-2:1;  Principles  of  Auditing,  pp.  183-184 

(2  Vi)  (a)  The  client’s  records  may  not  be  up-to-date  or  they  may  be  incomplete. 

(2Vi)  Internal  control  weaknesses  may  be  discovered,  which  would  require  that  the 

examination  be  more  detailed  than  planned. 

(214)  A  fraud  may  be  discovered  that  would  require  an  in-depth  study  to  clarify  the 

situation,  which  should  be  performed  with  the  client’s  authorization. 

(2‘/2)  Poor  supervision  of  audit  staff  may  result  in  unnecessary  work  being  ac¬ 

complished. 

(214)  The  client  may  request  that  the  original  engagement  be  expanded  because  of 

certain  facts  discovered  during  the  audit. 


(2 Vi)  A  first  audit  engagement  may  require  additional  audit  time  spent  develop¬ 

ing  information  necessary  for  the  auditor’s  permanent  file  on  the  client. 

(714)  (b)  Usually,  clients  are  billed  on  the  basis  of  the  number  of  hours  worked.  The 
major  reason  why  fees  cannot  be  fixed  in  advance  is  that  it  is  difficult  to  foresee 
exactly  how  much  time  an  audit  will  take.  Maximum  fees  may  have  been 
negotiated  in  advance  in  some  cases.  The  accounting  firm  may  then  absorb  part 
of  the  actual  cost  in  excess  of  the  estimated  costs. 


Before  billing  a  client  for  costs  in  excess  of  the  estimated  costs,  the  accounting 
firm  must  take  into  consideration  its  previous  relations  with  the  client. 
Moreover,  the  client  should  not  be  billed  for  costs  resulting  from  poor  supervi¬ 
sion. 
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15  Q.3  Source:  L.N.  517-4:4,  4:5 


( 1)  Distributor  or  consumer  co-operatives: 

-  Those  that  purchase  the  finished  product  and  dispose  of  it  in  thp  same  form  as  it  is 
received; 

-  Those  that  receive  the  raw  product,  then  manufacture  and  dispose  of  it  as  a 
manufactured  product. 

(2)  Marketing  or  primary  producer  co-operatives: 

-  Those  that  receive  the  raw  product  and  dispose  of  it  in  the  same  form  as  it  is 
received  after  packing  the  product  (eg.,  eggs): 

-  Those  that  receive  the  raw  product,  manufacture  part  and  sell  the  balance  as  a  raw 
product  (e.g.,  fruit  to  be  used  to  make  jam). 

(3)  Financial  co-operatives: 

Credit  unions,  trust  companies,  co-operative  credit  societies. 

(4)  Insurance  co-operatives: 

Life,  fire  and  casualty  insurance. 

(5)  Service  co-operatives: 

-  Housing; 

-  Medical  insurance; 

-  Transportation; 

-  Recreation  facilities; 

-  etc. 


15  Q.4  Source:  L.N.  517-5: 1;  Principles  of  Auditing,  pp.  248-249 

(1)  Data  processing  management: 

-  The  data  processing  manager  supervises  the  operation  of  the  data  processing 
department. 

-  The  department  must  have  a  substantial  degree  of  autonomy  and  independence 
from  user  departments. 

(2)  Systems  analysis: 

-  Systems  analysts  are  responsible  for  designing  the  EDP  system. 

-  After  considering  the  objectives  of  the  business  and  its  data  processing  needs, 
they  determine  the  goals  of  the  system  and  the  means  of  achieving  these  goals. 

(3)  Programming: 

-  Guided  by  the  specifications  provided  by  the  systems  analysts,  the  programmers 
design  program  flowcharts  for  computer  programs  required  by  the  system. 
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-  They  test  the  programs  and  perform  the  necessary  debugging. 

-  They  prepare  the  necessary  documentation  to  explain  the  program. 

(4)  Computer  operations: 

-  The  computer  operators  manipulate  the  computer  in  accordance  with  the  instruc¬ 
tions  developed  by  the  programmers. 

-  When  necessary,  they  intervene  during  a  run  in  order  to  correct  an  indicated  error. 

-  They  ensure  that  printed  copies  of  the  entries  are  available. 

-  For  internal  control  purposes,  they  cannot  perform  any  programming  functions. 

(5)  Program  and  file  library: 

-  The  librarian’s  role  is  to  protect  computer  programs,  tapes,  disks,  etc.  from  loss, 
damage  and  unauthorized  use. 

-To  ensure  adequate  control,  the  librarian  must  maintain  a  formal  ‘check-out’ 
system. 

15  Q.5  Source:  L.N.  517-7:2,  7:3 

(2)  (a)  The  audit  is  not  statutory;  it  is  carried  out  at  the  discretion  of  the  partners. 

(2)  The  relationship  of  the  partners  to  each  other  is  governed  by  the  partnership 
agreement,  which  distinguishes  them  from  shareholders. 

(3)  Each  partner  must  be  considered  as  an  individual  client  and  the  interests  of  each 
partner  must  be  protected. 

(1)  (b)  The  nature  of  partnership  property. 

( 1)  The  amount  of  capital  contributed  by  each  partner  and  the  amount  to  be  credited  to 

each  partner’s  capital  account. 

(1)  The  limitations  on  drawings  and  amounts  of  capital  to  be  maintained  by  each 
partner. 

(1)  The  profit  and  loss  sharing  ratio;  the  interests  charged  on  excess  drawings. 

( 1)  The  method  of  valuing  the  share  of  a  partner  who  is  withdrawing  from  the  partner¬ 
ship. 

(1)  (c)  It  is  a  convenient  means  of  settling  accounts  between  the  partners  themselves  and 

of  avoiding  future  disputes. 

(1)  The  audit  facilitates  the  admission  of  a  new  partner  and  the  withdrawal  of  an 

existing  partner. 

( 1)  The  audit  provides  assurance  to  each  partner  that  his  interests  are  being  protected . 
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20 


Q.6  Source:  L.N.  517-9:2,  9:3 


( 1)  Prepare  a  balance  sheet  as  at  a  date  amenable  with  the  Act  and  a  statement  of 
earnings  for  at  least  three  years. 

(2)  Review  statements  of  profit  and  loss  for  all  years  to  be  presented  to  determine  the 
comparability  of  all  statements  for  year  to  year. 

(3)  Determine  the  following  items,  which  must  be  disclosed  in  the  comparative 
statement  of  earnings  to  be  included  in  the  prospectus: 

i)  Material  adjustments  through  retained  earnings. 

ii)  Profit  before  depreciation,  interest  on  bonds  and  taxes  on  income. 

iii)  Provision  for  depreciation. 

iv)  Interest  charges  on  senior  bond  or  debenture  issues  which  are  not  being  retired. 

v)  Interest  charges  on  other  bonds  or  debentures. 

vi)  Provision  for  income  taxes. 

vii)  Net  profit  for  the  year 

viii)  Material  non-recurring  profits  and  losses. 

(4)  If  he  has  not  personally  audited  the  earlier  years’  statements  to  be  included  in  the 
prospectus,  he  should  communicate  with  the  auditors  who  did  the  work  and  advise 
them  that  he  will  rely  upon  their  opinions. 

(5)  Review  the  records  of  each  company  subsequent  to  balance  sheet  date  to  ensure 
that  nothing  has  occured  to  cause  the  balance  sheet  date  figures  to  be  misleading  at 
a  later  date . 

(6)  Review  the  entire  prospectus  to  ascertain  that,  in  his  opinion,  the  contents,  so  far 
as  they  relate  to  matters  with  which  he  is  familiar  as  a  result  of  his  examination,  are 
not  misleading.  If  management  will  not  agree  to  this,  he  should  not  permit  the  use 
of  his  opinion  in  the  prospectus. 

(7)  Secure  assurance  from  management  that  the  report  expressing  an  opinion  on  the 
statements  presented  will  be  included  in  the  prospectus;  not  merely  a  reference  to 
the  fact  that  the  statements  have  been  prepared  or  examined  by  the  public  accoun¬ 
tant. 

(8)  Examine  arrangements  between  the  company  and  the  investment  dealer  to  see  that 
firm  commitments  have  been  made  by  responsible  parties  with  respect  to  the 
proposed  issue. 

(9)  Examine  the  charter,  by-laws,  etc. ,  to  ensure  that  the  proposed  actions  are  properly 
authorized. 

(10)  Ensure  that  any  pro-forma  statements  included  in  the  prospectus  are  clearly  label¬ 
led  as  such  and  that  complete  disclosure  has  been  made  of  the  underlying  assump¬ 
tions  on  which  the  statements  are  predicated. 
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5  Q.7 


100 


S5I7M8I 


Source:  Principles  of  Auditing,  p.  754 

(1)  Financial  data: 

These  data  are  included  as  notes  either  to  simplify  the  structure  of  the  financial 
statements  or  to  clarify  certain  items. 

(2)  Accounting  information: 

Explanation  of  accounting  principles. 

(3)  Extraneous  matters: 

For  instance,  explanations  on  events  subsequent  to  the  balance  sheet  date. 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
AUDITING  517  EXAMINATION 
JUNE,  1981 


TIME:  3  HOURS 

Q.  1  Public  accountants  are  faced  with  an  increasing  number  of  accusations  which  very 
often  can  be  dealt  with  only  in  court.  The  various  professional  accounting  organizations 
invest  time  and  money  to  show  their  members  the  best  ways  to  protect  themselves  from 
any  potential  lawsuit  when  practising  their  profession. 

REQUIRED: 

List  and  explain  briefly  at  least  eight  (8)  measures  which  are  related  to  the  public 
accountant’s  work  and  which  enable  him  to  protect  himself  from  any  potential  lawsuit. 

Q.2  “An  audit  program  is  a  detailed  outline  of  the  auditing  work  to  be  performed,  specifying 
the  procedures  to  be  followed  in  verification  of  each  item  in  the  financial  statements  and 
giving  the  estimated  time  required.  (...)  An  audit  program  thus  serves  as  a  useful  tool 
both  in  scheduling  and  in  controlling  audit  work.” 

(Principles  of  Auditing,  P.  181) 

REQUIRED: 

In  your  opinion,  should  a  public  accounting  firm  prepare  a  new  audit  program  for  each 
one  of  its  engagements  or  should  they  rather  use  a  standard  audit  program  for  most 
engagements.  Discuss. 


20  Q.3  The  traditional  method  of  describing  a  system  of  internal  control  is  the  filling  in  of  a 

questionnaire.  Many  public  accounting  firms  have  developed  their  own  questionnaires 
for  this  purpose.  These  questionnaires  usually  consist  of  several  separate  sections 
devoted  to  such  topics  as  petty  cash,  cash  receipts,  cash  disbursements,  etc.  The 
questionnaire  may  thus  be  completed  in  sections  by  different  people,  and  later  reas¬ 
sembled  for  review  by  the  auditor  in  charge.  However,  an  increasing  number  of  public 
accountants  prefer  using  flowcharts  to  describe  internal  control  systems. 

REQUIRED: 


(4)  (a)  What  is  a  flowchart? 

(4)  (b)  What  information  do  flowcharts  provide  at  first  sight? 

(4)  (c)  What  are  the  advantages  of  flowcharts  in  comparison  to  internal  control  question¬ 

naires? 

(4)  (d)  What  are  the  disadvantages  of  flowcharts  in  comparison  to  internal  control  ques¬ 

tionnaires?  Explain  briefly. 

(4)  (e)  Two  types  of  flowcharts  can  be  used  in  E  DP.  Name  these  two  types  of  flowcharts 

and  comment. 
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15  Q.4 

In  an  EDP  department,  systems  analysts  and  programmers  are  responsible  for  de¬ 
veloping  and  implementing  computer  systems  based  on  the  needs  of  the  organization  as 
established  by  the  users.  From  the  time  where  the  system  is  designed  to  the  time  where 
it  is  actually  used,  the  following  five  steps  are  usually  taken. 

(1)  Initial  designing  of  the  system; 

(2)  Review  and  approval  of  procedures  of  new  system; 

(3)  Testing  of  each  program; 

(4)  Modification  of  each  program  as  required; 

(5)  Establishment  of  an  adequate  documentation  for  each  program. 

REQUIRED: 

The  third  step,  which  ensures  that  the  programs  are  valid,  is  undoubtedly  a  crucial  one. 
List  and  explain  the  tasks  which  must  be  performed  to  properly  complete  this  third 
step. 

15  Q.5 

The  presentation  of  the  financial  statements  of  unincorporated  businesses,  whether 
they  are  partnerships  or  sole  proprietorships,  is  governed  by  specific  rules. 

REQUIRED: 

(7‘/i)  (a)  What  are  the  specific  rules  which  govern  the  presentation  of  the  financial  statements 
of  unincorporated  businesses?  Explain  each  one  of  them. 

(7Vi)  (b)  Prepare  the  standard  audit  report  you  would  issue  if  you  had  audited  the  books  of  an 


15  Q.6 

unincorporated  business. 

Owing  to  the  very  nature  of  their  work,  auditors  are  often  the  best  informed  about  a 
firm’s  potential  administrative  problems.  They  are  thus  often  requested  to  render 
consulting  services  in  addition  to  their  usual  auditing  services.  Therefore,  public 
accountants  are  more  and  more  frequently  approached  to  conduct  special  investiga¬ 
tions,  especially  when  fraud  is  suspected. 

REQUIRED: 

(6) 

(a)  How  do  consulting  engagements  differ  from  auditing  engagements  where  public 
accountants  are  concerned? 

(3) 

(b)  What  should  an  auditor  do  if,  in  the  normal  practice  of  his  profession,  he  obtains 
evidence  that  fraud  may  have  been  committed? 

(6) 

(c)  It  has  often  been  said  and  written  that  fraud  cannot  be  prevented  entirely.  How¬ 
ever,  the  best  defence  against  fraud  is  to  make  its  commission  as  difficult  as 
possible.  Name  the  major  procedures  which  make  it  more  difficult  for  a  person  to 
commit  a  fraud. 
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10  Q.7  CGAs  are  often  called  upon  by  prospective  sellers  or  buyers  to  establish  the  value  of  a 

business.  The  price  to  be  paid  for  a  business  is  usually  determined  during  the  negotia¬ 
tions  between  the  parties  concerned.  There  is  indeed  no  fixed  infallible  formula  that 
may  be  used  to  establish  this  price.  However,  three  methods  are  commonly  used. 

REQUIRED: 


(8)  (a) 

(2)  (b) 


A  well-known  business  valuation  method  is  the  one  based  on  the  yearly  earnings  for 
the  last  five  years.  Indicate  how  the  earnings  can  be  adjusted  for  valuation  pur¬ 
poses.  Explain  your  reasoning. 

Name  and  explain  two  other  business  valuation  methods. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  517  EXAMINATION 
JUNE,  1981 

EXAMINER  S  COMMENTS 


Specific 

Q.l  In  general,  the  answers  were  very  poor.  Some  candidates  did  not  understand  the  exact  question;  this 

may  be  due  to  many  not  taking  the  time  to  think  before  writing. 

Q.2  Answers  varied  depending  on  whether  candidates  were 

(i)  those  working  full-time  and  receiving  on-the-job  training,  or 
(ii)  those  attending  university  full-time  and  learning  theory. 

Very  good  answers  were  found  in  both  categories  of  candidates. 

Q.3  This  question  was  difficult.  Many  candidates  expressed  the  same  view  in  different  wording  therefore 

wasting  time  and  gaining  no  additional  marks. 

Q.4  A  very  well  answered  question. 

Q.5  This  question  was  either  very  well  or  very  poorly  answered. 

Q.6  Parts  (a)  and  (b)  were  very  well  answered. Part  (c)  was  poorly  answered  in  that  most  candidates  referred 

to  internal  control. 

Q.l  Part  (b)  was  well  answered.  Part  (a)  was  poorly  done  as  many  candidates  did  not  read  the  question. 

Many  candidates  just  described  the  method. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
AUDITING  517  EXAMINATION 

JUNE,  1981 

SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


Q.l  Source:  L.N.  517-1:3;  Principles  of  Auditing,  pp.  148-149 

(2)  ( 1)  Greater  emphasis  upon  compliance  with  the  public  accounting  profession’s  gener¬ 

ally  accepted  auditing  standards  and  rules  of  professional  conduct. 

(2)  (2)  Emphasis  on  professionalism  rather  than  growth. 

(2)  (3)  Thorough  investigation  of  prospective  clients. 

(2)  (4)  Use  of  engagement  letters  for  all  professional  services. 

(2)  (5)  Exercising  extreme  care  in  audits  of  clients  in  financial  difficulties. 

(2)  (6)  Use  of  engagement  letters  for  non-audit  services,  stating  explicitly  the  nature, 

extent,  and  limitations  of  the  engagement. 

(2)  (7)  Maintenance  of  adequate  liability  insurance  coverage. 

( 1)  (8)  More  extensive  use  of  ‘  peer  reviews’ . 


10  Q.2  Source:  L.N.  517-2: 1;  Principles  of  Auditing,  pp.  181-183 

The  audit  procedures  to  be  applied  in  an  audit  engagement  are  determined  by  various 
factors  such  as: 


(2)  -  the  quality  of  internal  control; 

(2)  -  the  quality  of  the  accounting  records; 

(2)  -  the  proficiency  of  the  accounting  personnel: 

(2)  -  specific  objectives  to  be  achieved. 

(2)  -  alternate  -  professional  judgement  based  on  experience. 

(2)  Therefore,  a  tailor-made  audit  program  must  be  prepared  for  each  engagement. 

20  Q.3 

(4)  (a)  Source:  L.N.  517-3:1:  Principles  of  Auditing,  p.  220 

A  system  flowchart  is  a  symbolic  representation  of  a  system  or  a  series  of  proce¬ 
dures  with  each  procedure  shown  in  sequence. 

(4)  (b)  Source:  L.N.  517-3: 1;  Principles  of  Auditing,  p.  220 

A  flowchart  conveys  a  clear  image  of  the  system,  showing  the  nature  and  sequence 
of  procedures,  division  of  responsibilities,  sources  and  distribution  of  documents, 
and  types  and  location  of  accounting  records  and  files. 


Page  1  of  4 


403 


(4)  (c)  Source:  L.N.  517-3:1;  Principles  of  Auditing,  p.  221; 

EDP  Controls  and  Auditing,  p.  34 

( 1)  It  is  much  easier  to  use  in  describing  a  system  of  any  size  and  complexity. 

(2)  It  is  much  easier  to  use  in  recording  Changes  in  the  system. 

(3)  It  is  easier  to  use  in  analyzing  the  system. 

(4)  It  reduces  audit  costs  from  year  to  year. 

(4)  (d)  Source:  L.N.  517-3:1;  Principles  of  Auditing,  p.  222 

(1)  The  initial  audit  takes  longer  because  preparing  a  diagram  requires  more  time 
than  filling  in  a  questionnaire. 

(2)  The  personnel  must  be  more  specialized. 

(3)  Internal  control  weaknesses  are  not  identified  as  prominently  as  in  question¬ 
naires. 

(4)  (e)  Source:  L.N.  517-3:1;  EDP  Controls  and  Auditing,  p.  35 

(1)  Systems  flowcharts;  describe  the  flow  of  data  through  the  system  without 
regard  to  how  the  computer  programs  process  the  data. 

(2)  Program  flowcharts:  describe  how  the  data  are  processed. 

15  Q.4  Source:  L.N.  517-5:2;  EDP  Controls  and  Auditing,  pp.  76-77 

( 1)  The  selection  of  test  criteria  and  the  design  of  the  data  to  carry  out  the  tests  should 
be  as  comprehensive  as  possible.  The  comprehensiveness  of  the  tests  may  be 
ensured  by  participation  by  user  department  personnel,  auditors,  and  technical 
computer  people. 

(2)  The  test  data  must  ensure  that: 

the  control  features  work  as  planned; 

the  decision  logic  in  the  program  works  as  planned  (e.g. ,  that  proper  responses 
are  given  when  the  simulated  conditions  are  unrealistic). 

Obviously,  the  tests  should  also  include  valid  transactions. 

(3)  Programs  must  be  tested  not  only  on  an  individual  basis  but  also  in  relation  to  each 
other.  The  actual  future  operating  conditions  can  then  be  simulated  as  closely  as 
possible. 

(4)  Program  testing  cannot  be  limited  to  how  the  program  works.  The  validity  of  the 
following  must  also  be  checked: 

input  data; 

processing  and  conclusions  drawn  from  output  by  users; 
external  controls  (e.g..  control  totals); 
operators’  work. 

(5)  The  final  tests  should  be  performed  under  actual  operating  conditions. 
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(6)  Finally,  the  final  tests  should  be  done  without  the  direct  participation  of  the 
programmer  to  determine  if  the  system  can  operate  independently  of  programmer 
assistance.  Such  a  testing  procedure  will  also  provide  assurance  that  the  documen¬ 
tation  is  adequate. 


15  Q.5  Source:  L.N.  517-7:5;  CICA  Handbook,  ch.  1800; 

Principles  of  Auditing,  pp.  773-774 

(714)  (a)  (1)  The  financial  statements  of  an  unincorporated  business  should  indicate  clearly 
the  name  under  which  the  business  is  conducted  and,  where  practicable,  the 
names  of  the  owners. 

(2)  It  should  also  be  made  evident  that  the  business  is  unincorporated  and  that  the 
statements  do  not  include  all  the  assets,  liabilities,  revenues,  and  expenses  of 
the  owners. 

(3)  Any  salaries,  interest,  or  similar  items  accruing  to  owners  of  an  unincorporated 
business  should  be  clearly  indicated.  If  no  such  charges  are  made,  this  fact 
should  be  disclosed. 


(4)  No  provision  for  income  taxes  should  be  made  in  the  financial  statements  of 
unincorporated  businesses,  and  such  omission  should  be  noted  specifically. 

(714)  (b)  We  have  examined  the  balance  sheet  of  C.G.  Anderson,  Ltd.  (a  proprietorship 
owned  by  C.G.  Anderson)  as  at  December  31,  19XXandthe  statements  of  income, 
proprietary  equity,  and  changes  in  financial  position  for  the  year  then  ended.  Our 
examination  was  made  in  accordance  with  generally  accepted  auditing  standards', 
and  accordingly  included  such  tests  and  other  procedures  as  we  considered  neces¬ 
sary  in  the  circumstances. 


As  indicated  in  Note  1  to  the  financial  statements,  these  financial  statements  do  not 
include  C.  G.  Anderson’s  personal  assets,  liabilities,  revenue,  and  expenses  which 
are  not  shown  in  the  accounting  records  of  the  proprietorship. 


In  our  opinion,  these  financial  statements  present  fairly  the  financial  position  of 
C.G.  Anderson,  Ltd.  as  at  December31,  19XXand  the  results  of  its  operations  and 
the  changes  in  its  financial  position  for  the  year  then  ended  in  accordance  with 
generally  accepted  accounting  principles  applied  on  a  basis  consistent  with  that  of 
the  preceding  year. 


15  Q.6  Source:  L.N.  517-8:1,  8:2 


(6) 


(a)  ( 1)  They  have  some  objective  other  than  that  of  attesting  to  the  fairness  of  presenta¬ 
tion  on  financial  statements. 

(2)  They  do  not  tend  to  be  repetitive  in  nature. 

(3)  They  are  seldom  based  on  a  traditional  body  of  procedures,  statutory  provi¬ 
sions,  or  precedents. 

(4)  They  usually  involve  the  making  of  decisions. 
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(3)  (b)  He  must  immediately  make  an  interim  report  to  the  responsible  officials  of  the  client 

concern,  giving  them  a  brief  summary  of  the  evidence  and  emphasizing  the  con¬ 
sequences. 

(6)  (c)(1)  Careful  screening  of  employees  at  time  of  hiring; 

(2)  Bonding  of  employees  in  positions  of  trust; 

(3)  Effective  systems  of  internal  control; 

(4)  Periodic  and  regular  examination  of  accounts  by  an  independent  auditor. 


10 


Q.7 

Source. 

(8) 

(a)  (1) 

(2) 

(3) 

(4) 

(5) 

(2) 

(b)  (1) 

(2) 

Have  previous  financial  statements  been  audited? 

Salaries  and  other  remuneration  withdrawn  by  owners. 

Reasonableness  of  charges  for  depreciation,  bad  debts. 

Extraordinary  and  non-recurring  items. 

Should  certain  expenses  be  added?  For  example,  if  the  business  premises  are 
located  in  a  building  owned  by  the  actual  owners,  the  expenses  may  not  have 
been  indicated. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

PUBLIC  ADMINISTRATION  &  FINANCE  518  EXAMINATION 
MARCH,  1981 


MARKS 


TIME:  3  HOURS 


25 


25 


25 


PART  A:  Answer  TWO  of  the  following  questions. 

Q.l  Among  the  special  problems  encountered  in  benefit-cost  analysis  are: 

(a)  the  fact  that  benefits  and  costs  occur  at  different  points  in  time, 

(b)  the  determination  of  true  opportunity  cost, 

(c)  the  distribution  of  benefits  and  cost,  and 

(d)  the  measurement  of  some  of  the  variables  involved. 

REQUIRED: 

Discuss  three  of  these  items  indicating  the  nature  and  importance  of  the  problems  and  the 
outlines  of  the  solutions  to  them. 


Q.2  You  have  seen  how  people  with  a  stake  in  public  sector  policies  (either  as  suppliers  or 
consumers)  have  different,  sometimes  conflicting  interests. 

REQUIRED: 


(12)  (a)  How  does  this  fact  affect  how  we  should  conduct  and  interpret  evaluations  of  public 

policies  and  programs? 


(13)  (b)  How  can  the  interests  (incentives)  of  bureaucrats  affect  the  size  of  a  bureau? 


Q.3 

(10)  (a)  Why  do  we  have  a  system  of  inter-governmental  grants  in  the  Canadian  federal 

system?  In  other  words,  why  does  each  government  not  raise  all  the  revenues  it 
requires  by  itself? 

(15)  (b)  What  is  the  logic  for  conditional  grants  from  one  level  of  government  to  another? 
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PART  B:  Answer  TWO  of  the  following  questions. 


Q.4  The  Lambert  Commission  (the  Royal  Commission  on  Financial  Management  and 
Accountability)  asserts  that  “the  establishment  of  a  ‘mutually  compatible  management 
system  appropriate  to  the  requirements  of  government’  begins  at  the  centre.  It  is  the  .  .  . 
Government  that  must  establish  and  direct  the  processes,  organization,  and  structure  that 
govern  the  operations  of  the  day  to  day  business  of  the  Government  of  Canada.” 

REQUIRED: 


Outline  the  main  structures  of  this  management  system,  highlighting  the  central  roles  each 
structure  plays  in  this  process. 

Q.5  Program  evaluation  has  been  categorized  into  “Small  P”  and  “Big  P.” 

REQUIRED: 


Elaborate  on  this  distinction  and  state  why  it  is  a  useful  one  to  make  in  the  evaluation 
process. 


Q.6  (a)  Explain  briefly  the  following  processes  within  the  Government  of  Canada: 


(8) 

m) 

(8'A) 


(i)  Priority  Setting 

(ii)  Expenditure  Planning 

(iii)  Program  Forecast  and  Review 


END  OF  EXAMINATION 
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EXAMINER’S  COMMENTS 


General 


Students  tended  to  write  too  much,  wasting  time  and  space  writing  off  the  topic  and  repeating  themselves.  On 

average  the  examination  was  well  covered  by  lecturers.  Students  seem  to  have  memorized  material  “in  a  jumble”. 

There  was  a  tendency  to  get  all  the  descriptive  facts  down  without  any  attempt  to  analyze  these  facts  and  make  some 

insightful  commentary  on  the  subject  matter. 

Specific 

Q  1  The  discussions  of  time  preference  and  opportunity  cost  were  generally  O.K.  The  discussions  of 

distribution  and  measurement  problems  were  not  as  well  done;  these  answers  tended  to  be  too  vague  and 
off  the  topic. 

Q.2  Students  generally  missed  the  central  points  of  part  (a),  that  there  are  various  interests  that  come  into 

play  and  that  an  evaluation  (which  itself  reflects  certain  interests)  may  fail  to  be  sensitive  to  this  range  of 
legitimate  interests.  In  part  (b),  students  often  missed  the  point  that  bureaucracy  itself  operates  with 
particular  interests  and  incentives. 

Q.3  Part  (a)  of  this  question  was  generally  well  done.  Part  (b)  was  poorly  done  by  most  students;  they  simply 

missed  the  arguments  made  in  support  of  conditional  grants.  However,  some  students  provided 
excellent  answers  to  this  question. 

Q.4  Most  students  got  the  main  structures  correct.  The  processes  which  these  structures  handled  were  many 

times  incorrectly  identified  (for  example.  Treasury  Board  is  a  sub-committee  of  cabinet  and  not  a 
separate  structure  by  itself).  Many  students  confused  the  role  of  the  Treasury  Board  with  that  of  the 
Department  of  Finance  and  were  unaware  of  the  precise  role  of  a  central  agency  such  as  the  Department 
of  Finance. 

Q.5  Too  many  students  did  not  understand  the  full  differences  between  ‘small  p’  and  ‘big  P\  Some  got  the 

answer  completely  reversed.  The  question  did  not  ask  for  the  difficulties  of  implementing  program 
evaluation.  Too  many  students  wasted  valuable  time  and  effort  in  attempting  to  give  this  information 
which  was  totally  unnecessary.  In  fact,  the  answer  to  this  was  almost  always  badly  given  anyway. 

Q.6  Most  students  knew  this  answer  and  did  well,  particularly  in  the  sections  dealing  with  expenditure 

planning  and  program  forecasting  review  (ii  and  iii).  There  was  a  tendency  to  slap  the  facts  down,  again  a 
problem  noted  in  question  4.  However,  generally  well  answered. 
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SUGGESTED  SOLUTIONS 


MARKS 
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PART  A:  Students  are  required  to  answer  TWO  questions  from  this  part. 

25  Q.l  Students  should  discuss  three  of  the  following  four  items: 

(a)  In  a  typical  public  project,  the  time  profiles  of  benefits  and  costs  are  quite  different, 
therefore  the  analyst  cannot  simply  sum  all  the  benefits  and  all  the  costs  and  compare 
the  two.  This  is  because  a  dollar  today  and  a  dollar  at  some  point  in  the  future  are  not 
the  same  thing.  Even  in  the  absence  of  inflation,  peoples’  and  societies’  time 
preferences  are  such  that  benefits  in  the  near  future  are  more  highly  valued  than  those 
in  the  distant  future  and  similarly  for  costs.  Therefore,  all  benefits  and  all  costs  must  be 
discounted  back  to  present  values  and  it  is  these  present  values  of  benefits  and  costs 
that  are  compared  in  a  benefit-cost  analysis.  The  key  issue  in  discounting  is  the 
selection  of  the  appropriate  discount  or  interest  rate.  Students  may  indicate  awareness 
of  the  two  interest  rate  criteria  discussed  on  page  5-8  of  the  Lesson  Notes,  but  a  detailed 
discussion  of  this  point  is  not  required. 

(b)  In  some  cases  the  market  cost  of  resources  employed  in  a  project  may  overstate  their 
true  opportunity  cost.  Such  would  be  the  case,  for  example,  if  otherwise  unemployed 
resources  were  being  used  in  the  project.  The  job  of  the  analyst  in  this  case  would  be  to 
determine  the  true  opportunity  cost  of  these  resources,  and  it  is  these  shadow  prices 
that  should  enter  the  benefit-cost  analysis,  rather  than  the  actual  market  prices  that 
may  be  paid  for  the  resources. 

(c)  Students  may  argue  that  distribution  considerations  have  no  place  in  benefit-cost 
analysis.  If  this  line  is  pursued  the  appropriate  argument  would  be  that  benefit-cost 
analysis  is  a  tool  to  help  achieve  the  efficiency  goal  only  and  that  other  goals  which  the 
public  sector  may  be  pursuing  including  distribution  should  be  accomplished  with 
other  instruments.  If  the  student  argues  that  distribution  considerations  should  be  part 
of  the  benefit-cost  analysis,  the  alternatives  then  are  to  take  these  considerations  into 
account  in  an  informal  matter,  to  consider  only  those  projects  that  have  minimally 
acceptable  distribution  properties,  or  to  attempt  to  fully  integrate  distributional 
considerations  into  the  analysis  by  adopting  a  system  of  weights  for  all  costs  and 
benefits  depending  upon  who  the  affected  groups  are. 

(d)  Some  of  the  effects  of  a  project  that  should  be  considered  in  benefit-cost  analysis  are 
not  easily  measurable.  In  other  cases  the  effects  may  be  measurable  but  not  easily 
quantified  in  dollar  terms  (e.g.,  the  number  of  lives  saved  by  a  particular  project).  The 
benefit-cost  analyst  should  attempt  to  be  as  inclusive  as  possible  in  his  analysis.  This 
means  that  as  much  as  possible  should  be  put  into  quantitative  terms  and  in  turn  into 
dollar  terms.  To  do  this  successfully  usually  requires  sophisticated  model  building. 
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Q-2 

(12)  (a)  Individuals  in  different  circumstances  and  with  different  tastes  have  different, 
sometimes  conflicting,  interests.  All  public  sector  policies  and  programs  affect  these 
interests  either  positively  or  negatively,  and  often  these  programs  deliberately  are 
designed  to  satisfy  more  than  one  of  these  interest  groups;  that  is,  they  are  designed  to 
pursue  multiple  goals.  Therefore,  an  evaluation  of  the  program  that  focusses  on  only 
one  or  two  of  these  objectives  will  lead  to  a  biased  evaluation  of  the  true  impact  of  the 
program  and  therefore  its  worthiness.  The  point  to  be  made  then,  is  that  evaluations 
are  value-laden  in  themselves  and  that  failure  to  recognize  this  will  mislead  both 
evaluators  and  their  readers. 

(13)  (b)  One  of  the  special  interest  groups  involved  in  the  public  provision  of  goods  and  services 
is  the  bureaucrats.  In  particular  we  are  interested  in  the  incentives  facing  the  members 
of  a  program  delivery  or  administrative  bureau.  It  is  in  the  interest  of  these  bureaucrats 
to  make  their  output  and  the  bureau’s  budget  as  large  as  possible.  Positively  associated 
with  size  are  such  desirable  characteristics  as  stature,  reputation,  prospects  for 
promotion  and  power,  and  in  some  cases,  salary.  Thus,  it  is  in  the  interest  of  the 
bureaucrat  to  try  to  achieve  as  large  a  budget  as  possible  and  as  large  an  output  for  his 
program  as  possible.  This  can  often  be  accomplished  in  fact  because  the  output  of  a 
bureau  is  sometimes  not  easily  quantified  and  the  overseer  of  the  bureau  usually  does 
not  have  the  cost  information  necessary  to  properly  constrain  the  bureau.  Students 
may  refer  to  the  diagram  on  page  7:6  of  the  Lesson  Notes  but  this  would  not  be 
required  to  obtain  full  marks  for  this  answer. 

25  Q.3 

(10)  (a)  The  reason  we  have  a  system  of  intergovernmental  grants  in  our  federal  system  is  that  it 

would  not  be  optimal  or  efficient  to  have  an  exact  matching  of  revenues  with 
expenditure  responsibilities.  Expenditure  responsibilities  are  allocated  according  to 
“scientific”  criteria  such  as  economies  of  scale  or  the  range  of  a  public  good,  both  of 
which  are  discussed  in  Lesson  9,  but  also  according  to  historical  factors  and  political 
factors.  In  allocating  revenue  sources,  we  must  also  consider  such  characteristics  as 
economies  of  scale  in  the  collection  of  taxes,  and  the  ability  to  levy  a  particular  tax 
without  driving  away  the  tax  base.  The  last  factor  in  particular  means  that  it  may  often 
be  very  difficult  if  not  impossible  for  small  jurisdictions  to  levy  certain  kinds  of  taxes 
because  it  is  relatively  easy  for  the  tax  base  to  move  to  another  jurisdiction  in  order  to 
avoid  the  tax.  A  municipal  personal  income  tax  is  probably  the  best  example  of  this. 
Other  functions  such  as  stabilization  and  income  redistribution  may  require  that 
important  taxes  be  allocated  to  the  largest  governmental  jurisdiction.  Thus,  it  is  quite 
likely  to  expect  a  mismatch  between  expenditure  responsibility  and  revenue  raising 
capabilities  requiring  a  transfer  of  funds  from  the  higher  to  the  lower  levels  of 
government. 


(15) 
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(b)  Conditional  grants  are  ones  that  require  the  receiving  government  to  spend  the  money 
in  a  particular  way  or  to  provide  a  service  with  the  money  that  possesses  a  particular  set 
of  characteristics.  The  standard  argument  for  a  conditional  grant  is  that  there  exists  an 
externality  or  spillover  of  benefits  from  a  service  that  a  lower-level  jurisdiction 
provides.  The  public  sector  decision  makers  in  this  lower-level  jurisdiction  have  no 
reason  for  incentive  to  take  into  account  the  benefits  of  these  spillovers  to  the 
neighbouring  jurisdictions.  Therefore  the  quantity  of  service  supplied  will  be  too  small 
compared  to  an  optimal  or  efficient  level.  What  conditional  grants  do  is  to  subsidize 
the  cost  of  providing  this  service,  thereby  creating  an  incentive  for  the  receiving 
jurisdiction  to  expand  it’s  supply.  Students  may  illustrate  this  argument  with  the 
diagram  on  page  9:5  of  the  Lesson  Notes.  The  second  argument  for  conditional  grants, 
although  one  that  is  not  made  as  often,  is  that  the  senior  level  of  government  that  is 
paying  the  grants  wishes  to  insure  uniformity  across  the  country  in  the  provision  of  a 
particular  service.  Therefore,  the  grant  provided  to  the  junior  level  of  government  on 
the  condition  that  the  receiving  government  supply  the  service  in  a  particular  way. 
Thus,  all  recipients  will  receive  a  standardized  quality-controlled  product,  irrespective 
of  where  they  may  reside. 
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PART  B:  Students  are  required  to  answer  TWO  questions  from  this  part. 

Q.4  The  main  structures  are  as  follows: 

(7)  (i)  The  Cabinet  and  Cabinet  Committee  Structures 

Over  the  past  1 5  years  the  cabinet  has  evolved  from  a  single  decision-making  body  to  a 
series  of  committees  possessing  very  considerable  autonomy  within  their  own  spheres 
of  activity.  The  full  cabinet  still  exists  as  an  entity,  however,  the  bulk  of  its  work  is  now 
delegated  to  a  major  central  committee  (Priorities  and  Planning)  and  to  a  series  of 
sectoral  committees  (most  of  which  have  been  outlined  in  the  Lesson  Notes).  In 
addition,  the  Treasury  Board  and  the  closely  related  Government  Operations 
Committee  act  as  ce  facto  boards  of  management  for  government  while  the 
Legislation  and  House  Planning  Committee  manages  all  aspects  of  the  government’s 
legislative  program. 

(7)  (ii)  The  T  reasury  Board  is  a  statutory  committee  of  cabinet.  The  Financial  Administration 
Act  which  is  the  legislation  governing  the  expenditure  process,  delegates  to  Treasury 
Board  responsibility  as  the  overseer  of  the  budgetary  process.  In  support  of  this  role, 
TB  Secretariat  keeps  track  of  current  and  projected  expenditures  within  envelopes 
according  to  a  common  set  of  rules  and  advises  the  Policy  and  Priority  Committee  on 
envelope  requirements  from  year  to  year. 

TB  is  coming  to  function  more  and  more  as  the  Board  of  Management  for  the 
government,  having  responsibility  for  labour  relations,  for  many  aspects  of  personnel 
policy,  for  “person  year”  allocations  to  departments  and  for  administrative  and 
financial  policy  (see  the  A.  W.  Johnson’s  article  on  the  Board).  The  net  effect  of  all  this 
is  to  make  TB  audits  large  secretariat  (approx.  400  persons)  highly  influential  in  both 
financial  management  and  policy  coordination. 

(7)  (iii)  Finally,  there  is  the  Department  of  Finance  which  retains  primary  responsibility  for 
advising  the  government  on  economic  policy  in  general,  for  the  bulk  of  transfer 
payments  to  the  provinces  and  for  the  effect  of  government  policies  on  the  economy. 
Finance  is  the  primary  advisor  to  the  Committee  on  Planning  and  Priorities  when 
expenditure  allocations  are  made  for  the  various  envelopes.  Finally,  it  is  responsible 
for  the  raising  of  revenues.  This  gives  it  authority  over  all  aspects  of  the  taxation  system 
including  those  devices  intended  to  provide  financial  inducements  to  people  and 
corporations  to  behave  in  certain  ways  —  the  so  called  “tax  expenditures.” 

(4)  The  management  system  which  has  been  evolving,  now  appears  in  many  respects,  to  be 

more  decentralized  within  the  cabinet  with  a  major  devolution  of  responsibility  to  the 
policy  committees.  However,  in  many  respects,  “a  mutually  compatible  management 
system”  means  that  it  has  moved  towards  more  centralization  towards  the 
cabinet/central  agency  nexus  as  a  whole  since  the  pooling  of  resources  in  envelope 
reserves  means  that  individual  departments  now  have  less  control  over  expenditure 
reallocations. 

Ministers  have  gained  in  collective  responsibility  what  they  may  have  lost  in  individual 
authority  as  the  titular  heads  of  departments. 
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First  state  what  program  evaluation  is: 


Q.5 

(5)  Program  Evaluation  is  an  umbrella  term  used  to  cover  a  great  variety  of  attempts  to  arrive  at 
objective  and  coherent  overviews  of  the  effectiveness  with  which  the  tasks  of  government  are 
performed.  It  is  no-one  technique  but  is  in  effect,  the  application  of  the  best  current 
empirical  methods  of  investigation  in  the  social  sciences.  The  aim  is  to  generate  information 
about  whether  or  not  specified  goals  are  being  reached  well  or  at  all.  Two  ways  in  which 
program  evaluation  can  be  categorized;  Big  “P”  and  Small  “p.” 

(10)  Big  “P”  —  the  evaluation  of  the  large  programs  of  the  government.  For  example,  PPBS  can 
be  conceived  as  part  of  this  category.  An  attempt  to  evaluate  the  large  public  sector 
programs  —  Agriculture  of  Defence  or  Industrial  Strategy,  etc. 

Aimed  at: 

—  the  clarification  of  broad  objectives. 

—  the  evaluation  of  program  results  as  these  relate  to  overall  objectives. 

—  the  computation  of  total  system  costs. 

—  the  assessment  of  alternative  means  of  providing  the  same  service  or  one  which  can  be 
an  acceptable  substitute. 

—  the  investigation  of  policy  and  program  decisions  with  the  budgetary  process. 

This  overall  assessment  is  an  attempt  to  establish  a  direct  link  between  resources  and 
governmental  objectives.  It  is  an  attempt  to  organize  and  promote  the  central  aims  of 
strategic  planning,  improvement  in  managerial  efficiency  and  the  exercise  of  adequate 
financial  control. 

(10)  Small  “p”  —  Departmental  officials  are  delegated  the  task  of  periodically  evaluating  their 
own  programs  —  first  in  terms  of  their  effectiveness  in  meeting  their  objectives  and  second, 
in  terms  of  the  efficiency  with  which  they  are  being  administered.  Each  program  comprises 
activities  which  support  known  program  goals  which  are  in  turn  linked  to  broader 
objectives. 

Departmental  managers  must  ensure  that  small  “p”  program  goals  are  clearly  stated  and 
evaluable. 

—  Must  also  ensure  that  links  to  broad  objectives  are  not  only  plausible,  but  also  capable 
of  assessment. 

—  Must  be  concerned  with  how  the  resources  at  hand  are  being  transferred  into  the 
desired  outputs  —  the  critical  issue  of  operational  efficiency  (the  concept  of  “value  for 
money”). 

Program  evaluation,  therefore,  focuses  on  the  key  elements  of  economy,  efficiency,  and 
effectiveness  separately  and  in  their  necessary  relationships. 
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25  Q.6  In  the  expenditure  budgetary  process  the  reconciliation  of  the  fiscal  framework,  the 

departmental  budgets  and  the  overall  expenditure  guidelines  by  cabinet  are  achieved 
through  the  following: 

(8)  (a)  Priority  Setting 

Discussions  resulting  in  a  broad  set  of  priorities,  usually  by  December  or  January  in 
the  Cabinet  Committee  on  Priorities  and  Planning.  (This  is  achieved  through 
deliberations  with  Finance,  Treasury  Board  and  the  two  new  co-ordinating  central 
agencies  and  subcommittees  of  cabinet,  the  Ministry  of  Social  Development  and  the 
Ministry  of  Economic  Development.) 

Specific  impact  of  this  exercise —to  assist  in  determining  the  legislative  program  of  the 
government  the  expenditure  budget  and  new  policy  thrusts  to  be  developed  by  the 
government. 

(8  '/z)  (b)  Expenditure  Planning 

This  is  outlined  by  A.W.  Johnson’s  article.  The  process  covers  a  three  year  period  (the 
approaching  fiscal  year,  the  “target  year,”  and  the  next  two  years). 

Planning  usually  begins  twelve  to  eighteen  months  before  the  target  fiscal  year. 

“A”;  “B”;  “X”  Budgets. 

“A”  is  the  fixed  costs  of  government  such  as  statutory  commitments  and  contracted 
and  formula  based  expenditures. 

“B”  represents  most  of  the  remaining  10%. 

—  new  monies  for  new  programs;  monies  held  in  reserve  for  allocation  during  the 
fiscal  year  or  to  meet  “over  runs”  in  statutory  commitments. 

“X”  represents  those  programs  slated  for  eradication  —  the  socalled  “fat”  in  the 
budget  or  those  programs  which  are  more  expendable. 

(8'/z)  (c)  Program  Forecasting  and  Review 

This  system  produces  two  main  documents  of  expenditure:  (1)  Expenditure  Budget, 
and  (2)  the  Main  Estimates.  TB  reviews  the  individual  submissions  and  prepares  a 
memorandum  to  TB  Ministers  recommending  levels  for  specific  expenditures.  This  is 
done  after  the  Ministers  in  the  new  co-ordinating  ministries  of  Social  development 
and  Economic  development  have  approved  of  the  specific  envelopes  for  the  respective 
departments.  The  final  document  of  this  exercise  is  known  as  the  Expenditure  Budget. 

The  Main  Estimates  is  another  document  which  gives  the  detailed  annual  expenditure 
plan  of  the  government  which  is  usually  presented  to  Parliament  in  February  of  each 
year. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


PUBLIC  ADMINISTRATION  &  FINANCE  518  EXAMINATION 

JUNE,  1981 

MARKS 

TIME:  3  HOURS 

PART  A:  Answer  TWO  of  the  following  questions. 

25  Q.l 

Three  important  instances  where  a  market  fails  to  allocate  efficiently  are: 

1)  when  a  public  good  is  involved, 

2)  when  externalities  are  involved,  and 

3)  when  the  market  is  monopolistic  (or  non-competitive). 

Discuss  2  of  these  cases  indicating 

(12) 

(10) 

a)  why  the  market  “fails,”  and 

b)  the  corrective  role  of  government  in  each  case. 

(3) 

Clarity  and  presentation. 

25  Q.2 

Write  a  short  essay  on  the  relative  growth  of  the  public  sector  in  Canada  in  recent  years. 
Include  in  your  discussion  the  following: 

(15) 

(a)  (i)  government  growth  in  terms  of  expenditures  and  manpower, 

(ii)  growth  by  level  of  government,  and 

(iii)  growth  by  category  (function)  of  government. 

(10) 

(b)  Give  two  theories  which  attempt  to  explain  the  growth  of  the  public  sector. 

25  Q.3 

A  government  may  choose  to  pursue  anti-pollution  policy  by 

(i)  spending  money  to  restore  the  environment, 

(ii)  offering  tax  incentives  to  polluters  to  stop  polluting,  or 

(iii)  regulating  polluters. 

Discuss  the  factors  that  might  influence  the  government  choice  of  instruments. 
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PART  B:  Answer  any  TWO  of  the  following  questions. 


25 


25 


25 


25 
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Q.4  From  a  management  perspective, what  are  the  arguments 

(15)  (a)  for 

(10)  (b)  against 

program  evaluation. 

Q.5  “The  expenditure  budget  process  is  a  set-price  competition  among  departments  recurring  in 
annual  cycles  and  refereed  by  the  central  agencies.” 

REQUIRED: 

Outline  the  main  components  of  this  budget  process  and  briefly  discuss  the  main 
characteristics  of  each  component. 

Q.6  The  1960’s  witnessed  some  fundamental  changes  made  to  the  Canadian  federal 
bureaucracy.  These  structural  and  administrative  changes  were  made  in  keeping  with  the 
Glassco  Royal  Commission’s  recommendations  published  in  1962. 

REQUIRED: 

(15)  (i)  Outline  the  recommendations  made  by  the  commission. 

(10)  (ii)  Outline  the  changes  that  took  place  as  a  result  of  the  recommendations. 

Q.7  “The  framework  within  which  governmental  planning  in  Canada  takes  place  is  a  central 
decision-making  process  whose  essential  features  were  established  during  the  1960s  and 
70s.” 

REQUIRED: 

Outline  the  essential  structures  of  this  decision-making  process,  indicating  advisory  roles 
and  explaining  the  functions  of  each  element. 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS-  ASSOCIATION 


PUBLIC  ADMINISTRATION  &  FINANCE  518  EXAMINATION 
JUNE,  1981 

EXAMINER'S  COMMENTS 


General 

Questions  4, 5, 6,  and  7  were  generally  answered  well,  but  students  continue  to  show  no  discrimination  in  stating  and 

analyzing  the  more  important  facets  of  the  policy  process. 

Specific 

Q.  1  This  question  was  quite  well  done  by  most  students  who  attempted  it.  The  externalities  problem  was  not 

handled  quite  as  well  as  the  other  parts  of  the  question.  Many  were  not  able  to  express  clearly  just  what 
an  externality  was  and  why  it  resulted  in  market  failure,  even  though  they  could  all  cite  examples  and 
talk  about  the  problem  in  general  terms. 

Q.2  The  main  problem  in  part  (a)  of  this  question  was  that  students  did  not  organize  their  answers  very  well 

and  consequently  did  not  directly  address  the  three  points  in  the  question.  Part  (b)  was  better  done  and 
better  organized. 

Q.3  The  main  point  of  this  question  was  the  notion  that  governments,  in  selecting  a  policy  instrument,  would 

be  influenced  by  the  costs  associated  with  each.  Students  who  were  able  to  express  this  idea  generally  did 
very  well.  Others,  however,  wandered  off  into  a  discussion  of  why  they  thought  one  instrument  would  be 
more  appropriate  than  another. 

Q.4  This  question  was  generally  answered  well  by  those  who  attempted  it.  Some  were  unable  to  glean  from 

Doern  and  Maslove’s  The  Public  Evaluation  of  Government  Spending  the  disadvantages  of  arguments 
against  “starry-eyed”  conceptions  of  the  evaluation  process. 

Q.5  Again,  students  threw  everything  on  paper.  The  discussion  and  evaluation  of  the  main  characteristics  of 

each  component  of  the  budget  process  was  not  done  well  by  most.  The  students  memorized  the  steps  in 
the  process  but  one  gets  the  impression  this  was  done  by  rote.  Some,  for  example,  repeated  many  of  the 
steps  in  expenditure  planning  under  the  discussion  of  program  forecasting. 

Q.6  Students  anticipated  this  question  and  were  ready  for  it.  The  1965  and  1967  institutional  changes  were 

well  known  as  well  as  a  good  discussion  of  the  implications  Glassco  had  for  the  federal  government. 
Those  who  answered  this  question  normally  did  quite  well. 

Q.7  This  machinery  of  government  question  was  also  well  answered.  Some  were  unclear,  however,  as  to  the 

main  central  agencies  of  government  (TB,  PMO/PCO,  FPRO,  Finance)  and  fumbled  on  giving  a  concise 
description  of  each  role  in  the  decisional  process.  Generally,  the  question  was  answered  well  by  most, 
although  some  fell  down  in  throwing  everything  but  the  kitchen  sink  into  their  answers. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


PUBLIC  ADMINISTRATION  &  FINANCE  518  EXAMINATION 
JUNE,  1981 

SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


PART  A:  Students  are  required  to  answer  TWO  questions. 

25  Q.l  1)  Public  Goods 

A  market  fails  to  operate  in  allocating  a  public  good  because  it  is  impossible  to  exclude 
people  from  its  consumption  once  the  good  is  produced  at  all.  Therefore,  the  producer 
of  the  product  has  no  control  over  who  consumes  his  products  and  therefore  it  is 
impossible  for  him  to  market  the  product.  The  role  for  government  in  this  case  is  to 
ensure  that  the  good  is  provided  either  by  producing  it  itself,  or  by  contracting  with  a 
private  firm  for  the  provision  of  the  public  good.  The  major  problem  that  the 
government  must  overcome  is  that,  since  there  is  no  market,  there  are  no  prices 
established  to  provide  information  on  consumer  preferences. 

2)  Externalities 

An  externality  exists  when  all  the  costs  involved  in  producing  a  good  or  all  the  benefits 
do  not  accrue  to  the  parties  directly  involved  in  the  transaction.  That  is,  there  are  third 
parties  who  either  bear  some  of  the  costs  (negative  externality)  or  who  enjoy  some  of 
the  benefits  (positive  externality).  In  either  case  a  market  will  not  lead  to  an  efficient 
allocation  because  the  marginal  cost  equal  price  condition  will  not  be  met.  In  this  case 
the  role  of  government  could  be  to  change  the  costs  or  prices  facing  the  party  either  by 
imposing  an  extra  tax,  offering  a  tax  subsidy,  or  offering  a  direct  expenditure  subsidy; 
or  to  take  over  the  provision  of  the  good  directly  (as  in  primary  and  secondary 
education);  or  to  regulate  the  behavior  of  the  private  market  party  to  try  to  achieve  an 
efficient  output. 

3)  Monopolistic  Market 

If  the  seller  of  a  product  is  not  a  perfect  competitor,  but  has  monopoly  power,  the 
MC=P  condition  will  again  not  be  achieved.  In  particular,  too  little  of  the  product  will 
be  supplied  at  too  high  a  price.  In  this  case  government  again  has  three  types  of  action 
available  to  it.  The  first,  a  general  measure,  is  to  attempt  to  maintain  or  restore 
competition  in  markets.  This  is  accomplished  through  various  types  of  anti-monopoly 
legislation.  The  second  option  involves  regulating  the  behavior  of  a  monopolist  so  as  to 
try  to  make  it  behave  as  if  it  were  a  perfect  competitor.  This  is  particularly  relevant 
when  we  want  to  continue  to  enjoy  the  benefits  of  monopoly  production  (e.g., 
economies  of  scale)  while  at  the  same  time  not  incurring  the  efficiency  loss  that 
monopolies  involve.  The  third  type  of  possibility  is  to  bring  the  monopolized  industry 
under  public  ownership.  Again  this  is  a  way  of  attempting  to  have  our  cake  and  eat  it 
too. 
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Q.2  Since  this  is  a  level  two  question  we  would  be  looking  for  general  knowledge  about  the 
relative  size  and  growth  of  government  in  Canada  rather  than  specific  numbers. 
Government  expenditures  have  grown  to  equal  approximately  40%  of  Canadian  GNP. 
Expenditures  on  goods  and  services  however  remained  relatively  constant  for  twenty-five 
years  approximately,  while  transfer  payments  to  individuals  and  to  other  levels  of 
government  have  continued  to  grow.  From  the  Bird  and  Foot  article  students  should  be  able 
to  indicate  that  government  manpower  utilization  has  grown  somewhat  over  the  years, 
particularly  at  the  provincial  level  relative  to  total  employment  in  the  economy.  Relative  to 
employment  in  the  service  industries  however,  government  manpower  utilization  has 
actually  decreased  slightly  over  time.  The  fastest  growing  level  of  government  in  Canada 
today  is  the  provincial  level  and  expenditures  at  the  local  level  have  actually  decreased  in 
relative  terms.  Federal  government  expenditures  have  also  increased  somewhat  in  relative 
terms.  But  again,  most  of  this  is  accounted  for  by  federal  transfers  to  the  provinces.  In 
discussing  expenditures  by  functions,  students  may  again  refer  to  the  split  between  spending 
on  goods  and  services  and  spending  on  transfer  payments.  Federal  government  transfers 
now  account  for  well  over  50%  of  total  expenditures.  In  addition  expenditure  on  socially- 
oriented  services  such  as  health  and  welfare  have  increased  in  importance  as  has  the  cost  of 
servicing  the  public  debt.  The  largest  reduction  in  relative  terms  has  been  in  the  National 
Defence  spending.  In  discussing  factors  responsible  for  the  growth  of  government,  students 
may  discuss  one  or  more  of  the  three  theories  offered  in  Lesson  8,  i.e.,  Wagner’s  Law,  the 
Displacement  Hypothesis,  or  the  Political  Bureaucratic  Factors  argument.  The  examiners 
will  be  willing  to  give  credit  for  other  well-reasoned  arguments  as  well. 

25  Q.3  Discussion  of  the  choice  of  instruments  should  revolve  either  or  both  of  the  expected  effects 

of  using  these  instruments  and  the  cost  (economic  and  political)  to  the  government  of  using 
each  instrument.  Direct  expenditures  to  restore  the  environment  have  a  cost  associated  with 
them  that  would  vary  depending  upon  the  conditions  in  the  economy.  In  a  time  of  economic 
restraint,  it  would  probably  be  politically  and  economically  difficult  for  the  government  to 
directly  spend  large  sums  of  money  on  an  environmental  program.  On  the  other  hand,  such 
direct  action  may  also  bring  about  the  largest  impact,  although  this  is  arguable.  Tax 
incentives  do  not  have  any  direct  expenditure  implications  and  therefore  may  be  somewhat 
more  attractive.  On  the  other  hand,  they  give  the  appearance  at  least  of  rewarding  polluters, 
and  the  evironmental  lobby  groups,  among  others,  tend  to  react  negatively  to  these 
measures.  The  effect  of  this  policy  instrument  could  be  very  similar  to  that  of  direct 
expenditure,  although  one  could  argue  that  it  would  require  a  larger  tax  expenditure  (tax 
incentives)  than  direct  expenditure  in  order  to  achieve  the  same  goal.  Regulation  has  the 
lowest  financial  cost  of  the  three  instruments  but  is  also  probably  the  least  effective  of  the 
three  in  terms  of  its  impact.  In  their  answers,  students  should  recognize  that  the  three 
alternatives  are  substitutes  for  one  another,  and  that  different  governments,  at  different 
times  or  in  different  circumstances  will  in  general,  make  different  decisions. 
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PART  B:  Students  are  required  to  answer  TWO  questions. 


Q  4 

(15)  Arguments  for: 

(1)  The  management  of  any  program  must  be  concerned  with  the  effectiveness  of  that 
program.  (“Am  I  doing  the  right  thing  in  terms  of  the  program’s  legislative  mandate?”; 
“To  what  extent  am  I  actually  doing  it?”) 

(2)  Effectiveness  is  also  bound  up  with  economic  measures.  The  manager  must  be 
continually  concerned  with  the  application  of  the  appropriate  resources  to  the  program 
doing  so  with  the  minimum  of  costs  feasible. 

(3)  Apart  from  the  minimum  costs  feasible,  the  operations  manager  must  also  be 
concerned  with  the  critical  issues  of  operational  efficiency  (proper  “value  of  money”). 

(4)  Energy,  intelligence,  integrity  and  commitment  are  not  sufficient  to  guarantee  success 
in  the  absence  of  evaluation.  Managers  must  therefore  be  continuously  on  the  search 
for  hard  information  to  help  in  program  evaluation.  Hard  information  helps 
considerably  in  the  selection  of  the  best  decision-making  alternatives. 

(10)  Arguments  against: 

(1)  What  constitutes  a  program  is  often  very  arbitrary.  The  objectives  of  such  a  program 
may  not  have  been  sufficiently  well  formulated  to  provide  a  basis  for  evaluation. 

(2)  Many  programs  have  multiple  objectives  and  multiple  effects.  Quite  different  weights 
may  be  applied  to  the  several  objectives  at  different  points  in  time. 

(3)  Appropriate  evaluation  methodology  may  be  non-existent.  Indeed  this  is  one  of  the 
major  problems  with  evaluation  at  present. 

(4)  Program  managers  are  too  involved  in  ensuring  the  success  of  their  work.  Accordingly, 
it  is  perhaps  unrealistic  to  expect  them  to  approach  the  evaluation  exercise  in  a  self- 
critical  manner.  In  other  words,  the  incentive  is  for  them  to  approach  evaluation  in 
terms  of  its  potential  for  program  defence  and  possible  expansion.  Evaluation  may 
therefore  have  to  be  resisted  because  of  its  potential  threat  to  the  continuing  existence 
of  their  work. 
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(5) 

(10) 
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Each  year,  government  must  decide  how  it  will  allocate  incremental  funds  between 
competing  projects  and  programs  which  are  both  new  programs  or  improvements  in  the 
quality  of  existing  ones.  This  process  is  composed  of  three  major  steps: 

1  Priority  Setting 

This  exercise  is  to  assist  in  the  determination  of  the  legislative  program  of  the 
government,  the  expenditure  budget  and  the  areas  where  new  policies  may  need  to  be 
developed  or  additional  spending  programs  required.  This  process  is  facilitated  by  the 
deliberation  of  the  cabinet  committee  on  Priorities  and  Planning  in  concert  with  the 
ministers  responsible  for  the  “new  envelope”  system  of  allocating  budgetary  decisions. 

2.  Expenditure  Planning 

Usually  concerned  with  a  five  year  period  (the  approaching  target  year  plus  the  next 
four  years). 

Usually  begins  some  twelve  to  eighteen  months  before  the  target  fiscal  year.  (Planning 
for  1981-82  expenditures  which  became  effective  April  1, 1981  began  early  in  1980.)  To 
require  one  cycle  in  preparing  and  carrying  through  an  entire  expenditure  plan,  as 
outlined  in  the  Main  Estimates  requires  about  two  and  one-half  years.  Key  documents 
in  the  process  are  the  Expenditure  Budget  and  the  Main  Estimates. 

Expenditure  Budget:  “A”  Budget,  “B”  Budget,  and  “X”  Budget. 

“A”  Budget  —represents  over  90%  of  total  budgetary  expenditures  —  fixed 
costs  of  government. 

“B”  Budget —remaining  10%.  Usually  divided  into  two,  one  half  being 
allocated  immediately  for  new  programs  or  enrichments  and  the 
other  half  being  held  in  reserve  for  allocation  for  the  fiscal  year  or 
to  meet  “over-runs”  in  statutory  commitments. 

“X”  Budget  — the  budget  indicating  those  programs  that  are  expendable  and 
savings  resulting  from  eliminating  these  programs. 

3.  Program  Forecasting 

During  April/May  the  Treasury  Board  Secretariat  reviews  the  forecasts  and  makes 
recommendations  about  levels  of  expenditures  to  Treasury  Board  Ministers. 

Treasury  Board  then  prepares  the  Expenditure  Budget  by  mid-summer  (July)  for 
discussion  by  Cabinet  (ten  months  before  the  target  fiscal  year  begins). 

Departments  then  submit  their  detailed  estimates  to  the  Treasury  Board  by  the  fall 
(October/November).  There  the  estimates  are  compiled  along  with  any  further 
resource  allocation  decisions  approved  by  Cabinet  since  July.  Draft  of  Main  Estimates 
are  completed  by  late  November  or  early  December. 

Main  Estimates  are  sent  for  printing  in  December  and  tabled  in  the  House  of 
Commons  by  law  in  mid-February  where  it  is  reviewed  by  the  relevant  parliamentary 
committees.  New  fiscal  year  begins  April  1,  (Interim  Supply  which  is  approximately 
one-quarter  of  the  Estimates)  must  be  approved  by  the  end  of  March,  and  the  rest  of 
the  review  can  last  well  into  the  fiscal  year  (up  to  June/July). 
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Q.6  The  structural  changes  of  the  mid-1960s  were  aimed  at  pinpointing  management 

responsibility  in  a  much  more  precise  fashion  in  the  government  as  well  as  rationalizing  the 

administrative  structure. 

(15)  The  following  structural  changes  were  deemed  necessary: 

i)  The  reduction  of  central  control  over  government  spending  and  personnel 
administration.  (“Let  the  managers  manage.”)  It  was  felt  that  there  was  too  much 
central  control  from  the  central  agencies  of  the  period,  thus  hindering  the  abilities  of 
management  to  get  on  with  the  job  of  governmental  administration. 

ii)  The  structural  change  embodied  in  i)  led  to  the  necessity  to  devise  ways  and  means  of 
delegating  more  authority  and  managerial  responsibilities  to  deputy  ministers  and 
other  top  management  personnel  in  the  government.  This  structural  change  also  acted 
as  a  catalyst  for  departmental  decentralization  schemes  in  some  instances  (for  example 
the  Department  of  Regional  and  Economic  Expansion)  and  the  creation  of  new 
ministerial  structures  and  portfolios  (the  Ministry  concept  in  Transport  and  the 
Ministries  of  State  for  Urban  Affairs  (since  abolished],  and  Science  and  Technology). 

iii)  The  creation  of  new  central  agency  roles  and  structures  (the  revamping  of  the  Treasury 
Board  as  a  Committee  of  Management  and  a  Committee  of  the  Expenditure  Budget). 

iv)  The  consolidation  of  common  services  in  the  government  of  Canada  (creation  of  the 
Department  of  Supply  and  Services  subsuming  many  of  the  former  duties  and 
responsibilities  of  the  Comptroller  of  the  Treasury). 

(10)  The  institutional  or  administrative  changes  are  a  corollary  from  the  above.  These  are: 

i)  Establishment  of  Treasury  Board  as  a  central  agency  with  its  own  minister,  and  as  the 
“general  manager”  and  “employer”  of  the  public  service. 

ii)  The  delegation  of  substantial  responsibility  for  hiring  and  other  elements  of  staffing  to 
the  departments. 

iii)  Because  of  the  amendments  to  the  FA  A  (Financial  Administration  Act)  and  the  Public 
Service  Employment  Act  to  usher  in  a  new  regime  of  collective  bargaining,  the 
government  created  a  Public  Service  Staff  Relations  Board  whose  primary 
responsibility  was  to  adjudicate  between  management  (the  Treasury  Board)  and  its 
employees  (the  public  service  unions). 
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Q.7  The  main  structures  of  this  decision-making  process  are  as  follows: 

i)  The  cabinet  and  cabinet  committee  structures. 

ii)  The  Treasury  Board. 

iii)  The  PMO-PCO  and  Federal-Provincial  Relations  Office. 

iv)  The  Department  of  Finance. 

The  latter  three  are  support  agencies. 

(7)  i)  Cabinet  and  Cabinet  Committees 

Evolved  from  a  single  decision-making  body  to  a  series  of  committees  possessing  very 
considerable  powers  of  their  own.  Headed  by  a  Priorities  and  Planning  Committee  of 
which  the  Prime  Minister  is  chairman.  For  all  intents  and  purposes  this  subcommittee 
of  cabinet  can  be  considered  an  inner  cabinet.  In  addition  there  are  a  series  of  sectoral 
committees  (the  student  can  name  these  if  he/  she  wishes  from  the  present  lesson  notes). 
The  Priorities  Committee  has  performed  four  major  roles: 

1)  the  allocation  of  budgets  to  the  cabinet  standing  committees; 

2)  it  reviews  ail  committees’  decisions  although  this  frequently  amounts  to 
ratification; 

3)  it  deals  directly  with  particularly  big  or  important  issues  or  those  which  cut  across 
the  lines  of  responsibility  of  other  committees; 

4)  it  has  had  some  funds  and  program  responsibilities  of  its  own  such  as  overseeing 
equalization  payments  to  the  provinces. 

(7)  ii)  The  Treasury  Board  is  a  statutory  committee  of  cabinet. 

—  a  committee  of  management  and  a  committee  of  the  expenditure  budgetary 
process  (A.W.  Johnson’s  article  on  the  Treasury  Board).  The  Financial 
Administration  Act  really  governs  its  statutory  responsibilities  and  I  would  expect 
the  student  to  bring  this  information  out  in  his  answer  here. 

(3)  iii)  Prime  Minister’s  Office/Privy  Council  Office 

The  PMO/PCO  and  Federal  Provincial  Relations  Office. 

This  complex  of  advisors  is  composed  of  partisan  political  advisors  (PMO)  and  the  so- 
called  “process  advisors”  (PCO). 

The  PMO  have  been  a  source  of  major  policy  initiatives  in  the  past:  political  input  into 
decision-making.  Two  years  ago  the  PMO  was  the  source  of  a  major  series  of  restraint 
proposals  and  helped  to  establish  the  first  national  refundable  tax  credit  program. 

The  PCO  and  FPRO  are  staffed  by  expert  public  servants,  are  non-partisan  and  service 
the  cabinet  committees.  Since  the  late  1960s  the  role  of  the  PCO/FPRO  has  evolved 
from  that  of  an  agency  almost  entirely  concerned  with  moving  paper  to  cabinet, 
through  an  attempt  to  coordinate  all  aspects  of  government  policy,  to  a  position  as 
arbiter  of  much  of  the  machinery  and  process  of  the  federal  government. 
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(7)  iv)  The  Department  of  Finance 


Retains  primary  responsibility  for  advising  the  government  on  economic  policy  in 
general,  for  the  bulk  of  transfer  payments  to  the  provinces  and  for  the  effect  of 
government  policies  on  the  economy.  It  is  the  primary  advisor  to  the  Committee  on 
Priorities  and  Planning  when  expenditure  allocations  are  made  for  the  various  “policy 
envelopes.”  Finally,  it  is  responsible  for  the  raising  of  revenues.  This  gives  it  authority 
over  all  aspects  of  the  taxation  system  including  those  devices  intended  to  provide 
financial  inducements  to  people  and  corporations  to  behave  in  certain  ways  —  the  so- 
called  “tax  expenditures.” 


100 


END  OF  SOLUTIONS 
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CAN  ADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

ADVANCED  FINANCE  526  EXAMINATION 

December,  1980 

Marks 

Time:  3  Hours 

Note:  1 .  Cases  attached:  Camegie  Hospital  and  GBP  Industries 

2.  Show  all  relevant  calculations 

20  Q.  1 

Case:  CARNEGIE  HOSPITAL  (attached) 

Develop  a  presentation,  with  recommendations,  for  Mr.  Rosenberg  to  present  to  the  hospital’s 
capital  expenditure  review  committee. 

10  Q.  2 

(6) 

(a)  When  A  wishes  to  acquire  B  in  a  merger  why  does  it  normally  offer  a  considerable 
premium  over  current  market  price  for  B’s  shares  and  why  might  it  consider  that  it  could 
afford  to  do  so? 

(4) 

(b)  How  does  a  credit  insurer  normally  try  to  ensure  that  the  seller  whose  sales  he  is  insuring 
will  be  prudent  in  extending  credit? 

55  Q.  3 

Case:  GBP  INDUSTRIES  (attached) 

(18) 

(a)  Evaluate  Mr.  Singleton’s  method  of  choosing  a  hurdle  rate  and  develop  a  more  suitable 
method  for  Miss  Raymond  to  recommend. 

(8) 

(b)  What  capital  structure  should  be  used  for  determining  a  cost  of  capital  —  GBP’s  present 
structure?  the  industry  structure?  or  some  other  structure?  Discuss. 

(24) 

(c)  Assume  that  for  fiscal  1977  net  income  available  to  common  will  be  $4.94  million,  that  the 
dividend  remains  @  $1 .80/share,  that  the  corporate  tax  rate  is  50%  and  that  $5.0  million 
will  be  available  from  depreciation  (CCA).  The  funds  from  fiscal  1977  retained  earnings 
and  depreciation  (CCA)  will  be  available  for  calendar  1977  investment.  Calculate  the 
marginal  cost  of  capital  for  each  of  the  four  total  financing  requirements  mentioned  in  Miss 
Raymond’s  memo.  [Assume  new  capital  will  be  raised  using  the  1976  relationships 
including  only  LTD  (but  including  current  portion)  and  Preferred  — both  at  book  —  and 
common  equity  at  market]. 

(5) 

(d)  Mr.  Singleton  refers  to  the  possibility  of  capital  rationing.  What  effect  would  that  have  on 
the  choice  of  an  appropriate  hurdle  rate? 

15  Q.4 

(5) 

(a)  How  can  one  reconcile  discounted  cash  flow  criteria  for  project  evaluation  with  the 
argument  that  dividends  ought  to  form  the  basis  for  valuing  common  shares? 

(10) 

(b)  In  circumstances  where  shareholders  are  mainly  concerned  about  maximizing  their  wealth 
and  where  corporate  control  is  not  of  concern  and  ignoring  any  possible  information  effect 
of  dividends,  what  major  factors  should  be  taken  into  account  in  establishing  dividend 
policy  and  how  might  each  affect  the  choice? 

100 

END  OF  EXAMINATION 
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EXHIBIT  1 

Camegie  Hospital 

Expected  Net  Cash  Flows  for  Various  Alternatives 
(in  thousands  of  dollars) 


0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

NPV 

One  O  R.  Throughout 

High  demand 

-200 

60 

80 

100 

120 

140 

140 

140 

120 

110 

100 

S  456.75 

Medium  demand 

-200 

45 

68 

85 

102 

120 

120 

120 

100 

80 

70 

342.09 

Low  demand 

One  or  Two  O.R.  ’s 

-200 

30 

45 

56 

67 

78 

78 

78 

67 

56 

45 

157.14 

High  demand  for  1  &  high  2 

-200 

60 

-120 

200 

240 

280 

280 

280 

240 

220 

200 

827.52 

High  demand  for  1  &  med.  2 

-200 

45 

-132 

185 

222 

260 

260 

260 

220 

190 

170 

712.81 

High  demand  for  1  &  low  2 

-200 

30 

-155 

156 

197 

218 

218 

218 

197 

166 

145 

539.40 

Med  demand  for  1  &  high  2 

-200 

60 

-120 

185 

222 

260 

260 

260 

220 

190 

170 

736.38 

Med.  demand  for  1  &  med.  2 

-200 

45 

-132 

170 

204 

240 

240 

240 

200 

160 

140 

621.66 

Med.  demand  foT  1  &  low  2 

-200 

30 

-155 

141 

169 

198 

198 

198 

167 

136 

115 

436.78 

Low  demand  for  1  &  high  2 

-200 

60 

-120 

156 

197 

218 

218 

218 

197 

166 

145 

595.61 

Low  demand  for  1  &  med.  2 

-200 

45 

-132 

141 

169 

198 

198 

198 

167 

136 

115 

469.43 

Low  demand  for  1  &  low  2 

-200 

30 

-155 

112 

134 

156 

156 

156 

134 

112 

90 

284.53 

Two  O.R.  's  Throughout 

High  demand 

-304 

120 

160 

200 

240 

280 

280 

280 

240 

220 

200 

1,009.46 

Medium  demand 

-304 

105 

148 

185 

222 

260 

260 

260 

220 

190 

170 

894.75 

Low  demand 

-304 

90 

125 

156 

197 

218 

218 

218 

197 

166 

145 

721.36 
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EXHIBIT  3  (Cont’d) 


percent.  Therefore,  another  question  that  we  need  to  consider  is  whether  to 
use  our  existing  weights  or  to  assume  industry  weights.  I  feel  that . . . 

Finally,  for  illustrative  purposes,  I  have  assumed  four  different  levels  of 
total  financing  requirements:  $4  million,  $8  million,  $12  million  and  $20 
million. 

EXHIBIT  4 
GBP  Industries 

Historical  Record  of  Sales,  Earnings  and  Dividends’ 


Year 

Sales 

Earnings 

Dividends 

1968 

$  69.8 

$3.15 

$1.40 

1969 

73.5 

3.27 

1.40 

1970 

72.3 

2.85 

1.40 

1971 

83.0 

3.11 

1.60 

1972 

90.7 

3.25 

1.60 

1973 

100.3 

3.92 

1.60 

1974 

107.1 

3.30 

1.60 

1975 

121.9 

3.05 

1.80 

1976 

122.5 

3.45 

1.80 

1977  + 

128.6 

3.80 

1.80 

*  Sales  arc  in  millions  ot*  doltars;  earnings  and  dividends  are  on  a  pcr-sliarc  basis.  All 
figures  arc  pro  forma  adjusted  for  mergers. 

+  fiscal  year  ending  March  31 ,  1977  figures  are  estimated. 


Reprinted  by  permission  of  MacMillan  Publishing  Co.,  Inc., 
Case  #23:  GBP  Industries  (pp.  120-124)  in  CASES  IN  FINANCIAL 
MANAGEMENT  by  Iqbal  Mathur  §  Frederick  C.  Schnerr. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS'  ASSOCIATION 


ADVANCED  FINANCE  526  EXAMINATION 
DECEMBER,  1980 
EXAMINER  S  COMMENTS 


General 


Since  only  a  few  people  wrote  this  examination  there  are  fewer  comments  than  usual. 


Specific 


Q.l  Candidates  should  read  questions  carefully.  NET  present  value  figures  were  given  and  thus  the 

investment  had  already  been  accounted  for.  A  description  of  the  mechanics  of  the  calculations  does  not 
add  anything  significant  to  the  answer.  Where  a  decision  tree  presentation  is  used  the  mechanics  are 
usually  clear.  What  is  important  is  to  present  the  recommendations  in  summary  form  with  reference  to 
the  appropriate  supporting  data.  This  would  seem  to  be  appropriate  whether  one  is  involved  in  a  “real” 
project  or  in  writing  an  examination. 

Q.2  (a)  No  comment. 


Q.3 


Q.4 


(b)  Insurers  are  unlikely  to  become  involved  in  day  to  day  operations  of  the  business.  Thus,  they  will 
wish  to  establish  general  rules  such  as  limits  on  insured  sales  to  individual  customers,  probably 
related  to  the  customer’s  credit  rating,  and  reimbursement  limited  to  an  amount  roughly 
equivalent  to  the  seller’s  out-of-pocket  loss  to  reduce  risk  and  encourage  the  seller  to  be 
responsible  in  authorizing  credit. 

(a)  The  value  of  a  business  will  be  maximized  by  undertaking  all  investments  which  are  expected  to 
yield  a  positive  NPV. 

(b)  No  comment. 

(c)  Candidates  generally  failed  to  determine  the  marginal  cost  of  capital  as  specified.  A  specific  capital 
structure  was  given  simply  to  reduce  the  number  of  decisions  required  of  the  candidate  and  the 
variety  of  answers  the  marker  would  otherwise  have  had  to  deal  with. 

(d)  No  comment. 

(a)  No  comment. 

(b)  Since  shareholders  were  said  to  be  mainly  concerned  about  maximizing  their  wealth,  presumably 
they  did  not  have  to  consider  such  matters  as  dividends  for  living  purposes.  The  treatment  of  the 
tax  impact  was  often  vague.  Reference  was  made  to  “good”  investment  opportunities  without  any 
indication  of  what  was  meant  by  “good”.  One  might  also  mention  that  a  company  paying 
dividends  and  then  selling  shares  to  obtain  capital  incurs  substantial  costs  which  are  entirely 
avoided  by  retaining  earnings. 
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When  we  examine  the  alternative  of  starting  with  one  OR  and  then  adding  a  second  OR  at  the 
end  of  the  second  year  we  find  that  regardless  of  whether  the  demand  during  the  first  two  years 
was  H,  M,  or  L  that  the  expected  value  from  adding  a  second  OR  exceeds  the  expected  value 
from  continuing  with  only  one  OR  ($764.30  >$456.75;  $600.61  >  $220.91;  and  $371  11  > 
$59.56). 

To  complete  the  analysis  we  must  determine  the  expected  value  starting  with  one  OR  and 
adding  a  second  at  the  end  of  the  second  year.  Thus  we  need  the  sum  of 

0.5  x  $764.30  =  $382.15 
0.3  x  $600.61  =  $180.18 
0.2  x  $371.11  =$  74.22 
$636.55 

Since  the  expected  value  of  $905.95  from  starting  with  two  ORs  is  much  greater  than  the 
expected  value  of  $636.55  from  starting  with  one  OR  and  adding  a  second  at  the  end  of  two 
years,  two  ORs  should  be  constructed  initially. 

10  Q.  2 

(6)  (a)  B’s  shareholders  are  unlikely  to  be  stirred  to  action  by  A’s  assertion  that  they  will  be  better 

off  if  they  merge.  A  premium  gives  them  an  immediate  benefit  and  is  concrete  evidence 
that  there  is  likely  to  be  merit  to  A’s  assertion.  A  substantial  premium  may  also  discourage 
competitive  bids. 

Firms  in  the  same  line  of  business  may  obtain  economies  of  scale.  Some  minimum  size 
may  be  necessary  to  undertake  research  or  to  gain  access  to  certain  markets.  Large  firms 
can  usually  raise  capital  more  economically.  The  merger  may  provide  improved  manage¬ 
ment.  Thus  there  would  be  reason  to  believe  that  the  merged  firm  would  be  more  profitable 
than  the  two  firms  operating  independently. 

(4)  (b)  The  insurer  normally  restricts  the  amount  of  insurance  that  will  be  extended  to  any 

particular  customer  or  class  of  customers.  Also  the  insured  will  not  receive  the  face  value 
of  unpaid  receivables.  There  is  normally  a  coinsurance  provision  which  required  the 
insured  to  share  any  loss.  The  insurer  would  not  wish  to  insure  the  profit  portion  of  a  sale 
and  would  probably  seek  a  coinsurance  provision  that  would  typically  leave  the  insured 
with  a  slight  out-of-pocket  loss  from  any  bad  debts. 
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55  Q.  3 

( 1 8)  (a)  Mr.  Singleton  provides  no  justification  for  the  hurdle  rate  he  employs  other  than  that  it  is 

what  has  been  used  in  the  past.  No  indication  is  given  as  to  how  it  was  arrived  at  so  we  can 
not  even  tell  if  it  was  appropriate  in  the  past. 

An  investment  project  should  not  be  undertaken  unless  it  will  cover  all  its  costs  including 
the  cost  of  capital  as  a  minimum.  Thus  it  is  the  cost  of  capital  to  be  employed  and  not  the 
cost  of  capital  employed  in  the  past  that  is  relevant.  Costs  of  new  capital  will  vary  not  only 
as  general  market  rates  of  return  change  but  also  if  the  degree  of  risk  associated  with  the 
firm  changes  over  time.  An  example  is  provided  by  the  thermal  insulation  division  which 
appears  to  be  becoming  less  risky.  Furthermore  different  divisions  of  a  firm  may  present 
different  degrees  of  risk.  Here  the  building  products  division  appears  to  be  considerably 
more  risky  than  either  the  pipe  products  division  or  the  thermal  insulation  division.  Thus  it 
might  be  appropriate  to  use  a  hurdle  rate  higher  than  the  cost  of  capital  to  evaluate  building 
products  investments  and  to  use  rates  lower  than  the  overall  cost  of  new  capital  for  the 
other  two  divisions  mentioned.  Miss  Raymond  should  recommend  the  procedure  and 
principles  outlined  in  this  paragraph.  One  should  also  appropriately  take  into  account  the 
consequences  of  disposal  of  part  of  the  money-losing  industrial  products  division.  Its 
elimination  might  reduce  the  perceived  risk  of  the  firm  and  thus  reduce  its  cost  of  capital. 
An  effort  should  be  made  to  estimate  this  reduction  if  it  is  reasonably  certain  the  disposal 
will  take  place. 

(8)  (b)  The  appropriate  capital  structure  to  use  in  determining  the  cost  of  capital  for  capital 

budgeting  purposes  is  the  capital  structure  that  will  actually  be  employed  in  raising  future 
capital.  Thus  GBP’s  present  capital  structure  is  not  relevant.  The  industry  structure  is 
relevant  only  in  so  far  as  it  may  indicate  that  GBP  should  use  a  different  capital  structure  in 
the  future.  The  industry  structure  is  not  necessarily  appropriate  for  GBP.  GBP  may,  and 
probably  does,  differ  from  the  “average”  of  the  industry  and  some  members  of  the 
industry  may  well  be  employing  inappropriate  structures. 

(24)  (c)  The  capital  structure  (as  proposed)  and  the  costs  of  the  various  types  of  capital  would  be  as 

follows: 


Structure 

Cost 

% 

in  % 

Debt  (LTD) 

$25.8 

33.4 

4.25 

Preferred 

$  2.0 

2.6 

10.3 

Common 

$49.4 

64.0 

f  7.7  for  retained  earnings 

$77.2 

100.0 

1.8.1  for  new  common 

LTD  cost  is  converted  to  an  after-tax  basis.  A  preferred  share  will  net  the  company  0.93  X 
$60.25  and  cost  $5.75  in  dividends.  Costs  for  retained  earnings  and  common  were 
calculated  from  the  formula 

cost—  dividend  ($1.80)  +g(=o.03) 

Market  ($38) 

for  retained  earnings  while  for  new  common  issues  the  $38  is  replaced  by  the  net  yield  to 
the  company  of  0.93  X  $38. 
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The  growth  rate  (g)  was  calculated  from  the  growth  in  dividends  from  1968  to  1977 
inclusive .  On  that  basis  the  cost  for  retained  earn ings  would  be  7.7%  and  for  new  common 
equity  8.1%.  However,  since  ‘g’  is  the  expected  growth  rate  of  future  dividends  one  might 
reasonably  conclude  that,  given  the  development  of  substantial  inflation  in  the  mid  70s, 
the  future  would  not  be  like  the  past.  With  inflation  running  at  about  10%  by  1977  one 
might  more  reasonably  argue  that  an  expected  ‘g’  of,  say,  12%  might  be  a  more 
appropriate  assumption.  That  would  give  costs  in  the  neighbourhood  of  13%  rather  than 
8%.  The  two  critical  points  are  that  retained  earnings  are  somewhat  less  costly  than 
common  equity  obtained  from  new  share  issues  and  that  ‘g’  is  the  expected  growth  rate  of 
dividends  and  expectations  may  differ  widely. 

Below  is  given  the  weighted  cost  of  new  capital  when  common  equity  comes  from  retained 
earnings  and  when  it  must  be  obtained  from  new  common  share  issues: 


Weights 

Cost 

WEIGHTED  COST 

(unit) 

Retained  Earnings 

New  Common 

.334 

.0425 

.0142 

.0142 

.026 

.103 

.0027 

.0027 

.640 

r.077 

(R/E) 

.0493 

\_.081 

(new  equity) 

.0518 

1.000 

.0662 

.0687 

We  have  internally  generated  cash  of  $5 .0  million  from  depreciation  and  $2.6  million  from 
retained  earnings.  The  $2.6  of  RE  would  support  a  total  of  $1.46  of  LTD  and  preferred. 
Thus  we  have  a  total  of  $9. 06  million  available  @  6.62%  which  would  thus  be  the  cost  for 
capital  budgets  of  $4  or  $8  million.  However  beyond  $9.06  million  we  must  issue  new 
common  and  our  marginal  cost  thus  goes  to  6.87%  for  capital  budgets  of  $12  and  $20 
million. 

(5)  (d)  With  capital  rationing  one  would  select  projects  in  order  of  decreasing  IRR.  If  the  NPV 

method  is  used  then  the  discount  rate  (hurdle  rate)  would  be  the  IRR  for  the  project  with  the 
highest  IRR  that  had  to  be  rejected  because  of  the  capital  rationing.  If  capital  expenditures 
are  to  be  limited  to  internally  generated  funds  in  future,  which  is  what  seems  to  be  implied, 
then  the  marginal  cost  of  capital  in  the  future  would  be  the  cost  of  retained  earnings  — 
currently  7.7%. 

15  Q.4 

(5)  (a)  Basing  the  valuation  of  shares  on  the  expected  stream  of  future  dividends  is  equivalent  to 

valuing  an  investment  in  shares  on  the  basis  of  expected  future  cash  flows.  The  relevant 
cash  flows  are  those  accruing  to  the  investor  and  thus  do  not  include  cash  generated  by  but 
also  consumed  by  the  firm  (e.g.the  portion  of  cash  flow  represented  by  depreciation).  In  the 
typical  project  capital  budgeting  analysis  it  is  the  net  cash  flows  which  are  used  —  none  of 
which  need  to  be  ploughed  back  to  generate  any  of  the  subsequent  projected  cash  flows. 
They  are  thus  available  to  the  investor  to  use  as  desired. 
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(5) 

(b)  i.  Where  the  firm’s  investment  opportunities  are  expected  to  produce  a  return  in  excess  of 
what  the  firm’s  shareholders  could  expect  to  eam  in  investment  opportunities  of 
comparable  risk  elsewhere  then  earnings  should  be  fully  reinvested  by  the  firm  and  vice 
versa.  Assuming  that  the  firm  will  maintain  its  then  existing  capital  structure  this  is 
equivalent  to  specifying  that  it  should  reinvest  earnings  so  long  as  the  returns  are 
expected  to  exceed  its  cost  of  capital. 

(5) 

ii.  The  above  analysis  would  be  sufficient  in  the  absence  of  personal  income  tax. 
However,  the  tax  impact  will  differ  between  dividends  and  capital  gains  and  from 
investor  to  investor.  (Only  50%  of  capital  gains  are  taxed  and  then  only  when  realized 
but  dividends  will  qualify  for  the  dividend  tax  credit.)  Although  in  a  closely  held 
company  the  owners  may  be  able  to  select  an  optimum  dividend  policy  based  on  their 
personal  circumstances  in  most  public  companies  it  would  seem  best  for  the  manage¬ 
ment  to  use  the  cost  of  capital  test  and  leave  it  to  shareholders  to  choose  the  firm  which 
best  meets  their  individual  needs. 

100 

END  OF  SOLUTIONS 
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10 


12 


15 


12 


NOTE:  Show  all  your  calculations. 

Q.l 

(5)  (a)  Define  what  is  meant  by  Ml. 

(5)  (b)  Discuss  the  adequacy  of  Ml  as  a  measure  of  “the  money  supply.” 

Q.2  Consider  a  $1,000  par  value  bond  with  a  10%  coupon  rate  on  which  interest  is  paid  semi¬ 
annually. 

REQUIRED: 

(2)  (a)  At  what  price  will  the  bond  trade  if  it  has  three  years  to  maturity  and  the  required 

market  yield  is  equivalent  to  10%,  compounded  semi-annually? 

(4)  (b)  At  what  price  will  the  bond  trade  if  it  has  two  years  to  maturity  and  the  required  market 

yield  is  equivalent  to  8%,  compounded  semi-annually? 

(6)  (c)  Use  the  prices  from  (a)  and  (b)  to  explain  what  is  meant  by  “riding  the  yield  curve.” 

Q.3  As  a  fundamental  analyst  you  estimate  that  the  earnings  per  share  of  the  common  stock  of 

JRC  Industries,  which  were  $  1 .20  in  the  last  fiscal  year,  will  grow  at  a  rate  of  20%  for  the  next 
three  years  and  will  be  constant  thereafter.  Y ou  consider  it  probable  that  JRC  will  maintain 
its  traditional  40%  payout  ratio.  You  also  consider  15%  a  good  estimate  for  the  before  tax 
rate  of  return  demanded  by  the  market  for  holding  JRC  stock. 

REQUIRED: 

(9)  (a)  Using  a  dividend  valuation  model,  value  a  share  of  JRC  common  stock. 

(6)  (b)  Discuss  whether  or  not  there  is  a  difference  between  price  and  value. 

Q.4  Consider  that  you  are  the  manager  of  a  bakery  which  uses  wheat  regularly.  Your  plant  is  in 

Kitchener,  Ontario.  Explain  how  you  should  use  the  wheat  futures  market  in  Winnipeg  if 
you  wish  to  reduce  the  uncertainty  of  the  cost  of  wheat  to  the  company  three  months  from 
now. 


9 

Q.5 

Explain  and  distinguish  between  the  following: 

(3) 

(a) 

agent  and  dealer 

(3) 

(b) 

money  market  and  bond  market 

(3) 

(c) 

primary  and  secondary  market 
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Q.6  The  closing  prices  for  Maclean-Hunter  A  and  the  level  of  the  TSE  300  at  the  end  of  five 
recent  weeks  were  as  follows: 


AT  THE  END  OF  WEEK 

1 

2 

3 

4  ' 

5 

Maclean-Hunter  A 

1614 

16% 

15  Vi 

16 

1614 

TSE  300 

2051 

2021 

2057 

2136 

2117 

REQUIRED: 

(6) 

(a) 

Calculate  the  one  week  holding  period  returns  for  weeks  2,  3,  4,  and  5  for  both 
Maclean-Hunter  A  and  the  TSE  300. 

(14) 

(b) 

Use  the  results  of  (a)  to  compute  an  estimate  of  the  beta  ( 0 )  for  Maclean-Hunter  A. 
Remember  that  the  /3  of  an  asset  is  defined  as  the  covariance  of  its  return  with  that  of 
the  market  divided  by  the  variance  of  the  return  of  the  market. 

8 

Q.7 

Define  and  explain  the  difference  between  mutual  funds  and  index  funds. 

14 

Q.8 

(6) 

(a) 

What  are  the  three  main  factors  which  affect  the  asset  mix  decision  of  a  portfolio 
manager? 

(8) 

(b) 

Illustrate  the  effects  of  these  factors  by  comparing  the  asset  mix  decisions  of  the 
chartered  banks  and  life  insurance  companies. 

100 


END  OF  EXAMINATION 
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EXAMINER’S  COMMENTS 


Specific 

Q  ^  (a)  Generally  done  well,  however,  a  number  of  students  included  chequable  deposits  in  the  definition, 

perhaps  mixing  definitions  of  MIB  and  MI. 

(b)  Again,  students  generally  answered  the  question  well  in  stating  that  MI  is  a  narrow  definition  of 
the  money  supply  with  a  proper  explanation.  However,  some  students  did  not  take  this  view  and 
went  on  to  explain  its  adequacy  as  a  definition  of  the  money  supply. 


Q.2  (a)  The  question  was  done  extremely  well  using  present  values,  however,  very  few  students  used  the 

relationship  between  coupon  rate  and  market  yield  to  derive  the  answer  in  the  more  obvoius  way. 

(b)  This  question  was  done  extermely  well  using  present  values.  The  most  common  error  was  using  the 
lower  market  yield  to  calculate  the  semi-annual  interest  payments  and  then  discounting  using  the 
market  rate. 


Q.3 


Q  4 


Q.5 


(c)  Most  students  identified  the  upward  sloping  nature  of  a  normal  yield  curve.  A  number  of  students 
did  not  relate  the  discussion  of  the  yield  curve  with  the  answers  found  in  (a)  and  (b). 

(a)  Many  students  did  poorly  in  this  question  for  two  reasons.  The  first  is  that  many  used  the  wrong 
pricing  model,  namely  P  =_D  or  P  =  D 

k  k-g 

Another  problem  was  with  the  growth  rate.  They  confused  constant  growth  after  three  years  with 
growth  equaling  zero  because  it  was  said  to  be  constant. 

(b)  Many  students  described  the  roles  and  techniques  used  by  fundamental  and  technical  analysts  in 
valuing  securities;  only  a  minority  spoke  of  efficient  or  inefficient  markets. 

Most  students  were  able  to  explain  that  the  baker  should  set  up  a  buying  hedge  by  buying  a  futures 
contract  in  wheat  to  cover  his  requirements  in  three  months  time  if  he  foresees  the  price  of  wheat 
increasing  over  the  forward  price  during  the  period.  Few  students  were  able  to  explain  that  in 
general  the  baker  would  use  the  commodity  exchange  as  a  security  market  and  not  as  a  market  in 
wheat  itself  so  that  he  would  close  out  his  position  in  the  commodity  exchange  without  taking 
delivery  and  use  the  resulting  gain  or  loss  to  offset  or  gain  in  the  spot  market  for  wheat. 

Most  students  did  not  find  this  question  difficult.  The  most  common  mistake  was  naming  the  types 
of  securities  in  money  and  bond  markets,  rather  than  stating  that  they  are  both  fixed  income  debt 
securities. 


Q.6  This  question  was  in  general  well  answered.  Because  of  the  error  on  the  exam  in  the  definition  of 

beta,  three  possible  definitions  for  beta  were  allowed  in  allocating  the  final  4  marks  for  the 
question: 

B.  =  Cov  a  (3.  =  Cov  .  a  ,  (3.  =  Cov  .  a  a 

l  im/  m,  i  im/  nr,  and  lm  im/  1  m. 

Q.7  Generally  students  lacked  understanding  of  risk-return  relationship  in  portfolio  theory  as  applied 

to  index  funds.  Students  spent  too  much  time  comparing  the  compositions  of  the  funds  and  almost 
no  time  on  diversification  and  the  elimination  of  unsystematic  risk  for  an  index  fund. 


Q.8  (a)  Most  students  answered  at  least  two  of  the  three  factors. 

(b)  Students  answered  this  question  quite  well  and  showed  a  good  understanding  of  the  difference  in 
the  asset  mix  and  how  that  mix  affects  portfolio  decisions  between  the  chartered  banks  and  life 
insurance  companies. 
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SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


10  Q.l 

(5)  (a)  Ml  is  currency  in  circulation  plus  Canadian  dollar  demand  deposits  at  Canadian 

chartered  banks. 

(5)  (b)  Money  is  that  which  can  be  used  to  pay  off  debts.  This  would  include  cash  and  cheques. 

Ml  is  a  narrow  definition  of  the  money  supply,  in  that  it  does  not  include  all 
chequable  deposits  at  the  chartered  banks,  nor  any  chequable  deposits  at  near 
banks. 


12  Q.2 

(2)  (a)  Price  would  be  $1,000  since  required  market  yield  is  same  as  coupon  rate. 

(4)  (b)  Price  would  be 

50  50  50  50  1.000 

(1  +  .04)  (1  +  ,04)2  (1  +  .04)3  (1  +  ,04)4  (1  +  ,04)4 

=  50(3.6298)  +  1000(.  85480) 

=  181.49  +  854.80 
=  $1,036.29 

(6)  (c)  As  the  maturity  on  a  debt  security  shortens  over  time,  the  market  yield  required  on  the 

security  generally  decreases  because  of  the  general  upward  sloping  nature  of  the  yield 
curve.  As  one  can  see  in  (a)  and  (b)  above,  if  an  investor  held  the  bond  described  for  a 
year  and  the  term  to  maturity  shortened  from  3  to  2  years  and  correspondingly  the 
market  yield  decreased  from  10%  to  8%,  the  investor  would  realize  a  capital  gain  of 
$1,036.29  -  $1,000  =  $36.29. 
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15 


Q.3 

(9) 


(a)  D, 

=  (.40) 

(1  + 

.20) 

(1.20)  =  $ 

.576 

d2 

=  (1  + 

.20) 

D, 

=  0.691  =s 

.69 

D, 

=  (1  + 

.20) 

d2  = 

=  0.829  =*  . 

.83 

Dn 

=  0.83, 

n  ^ 

4 

D 

1 

d2 

V  = 


(1  +  .15)  (1  +  ,15)2 

.58  .69 


(1  +  .15)  (1  +  .15)2 

=  .50  +  .52  +  .54  +  3.64 
=  $5.20 


+ 


D, 


(1  +  -15)3 
.83 


1  oo 

_  2 

(1  +  ,15)3  t  =  1 

1 


D, 


(1  +  .15)* 
.83 


(1  +  15)3 


(1  +  -15)3 


.15 


Marks: 


12 


9 


(6) 


(4)  for  formula 

(4)  for  dividend  forecast 

(1)  for  answer 

(b)  In  an  efficient  market  where  all  investors  have  access  to  all  relevant  information,  prices 
change  immediately  with  changes  in  value  so  that  there  is  no  difference  between  price 
and  value.  If  a  market  is  inefficient,  there  can  exist  a  difference  between  price  and 
value. 


Q.4  Asa  baker,  you  should  buy  a  three-month  futures  contract  now,  sufficient  to  cover  some  of 
your  requirements  three  months  from  now.  As  the  futures  contract  approaches  expiry,  you 
should  close  out  the  future  position  by  selling  a  futures  contract  for  the  same  quantity  and 
expiry  date.  You  should  then  buy  wheat  on  the  spot  market  from  your  normal  supplier. 


Q.5 

(3)  (a) 

(3)  (b) 

(3)  (c) 


An  agent  acts  on  behalf  of  a  client  in  a  transaction  without  becoming  a  principal 
himself.  A  dealer  acts  as  a  principal  in  a  transaction,  either  on  the  buy  or  sell  side. 

The  money  and  bond  markets  are  both  markets  in  fixed  income  debt  securities.  The 
money  market  is  for  maturities  of  less  than  three  years,  mostly  much  shorter  maturi¬ 
ties;  and  the  bond  market  for  maturities  over  three  years. 

In  a  primary  market,  securities  are  sold  by  the  issuers  and  bought  by  the  first  buyer.  In 
a  secondary  market,  securities  are  bought  and  sold  by  the  first  and  subsequent  buyers 
without  reference  to  the  issuer. 
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20  Q.6 

(6) 


(14) 


8  Q.7 


S526M8I 


(a)  week  Maclean-Hunter  A  TSE  300 


2 

3 

4 

5 

(b) 

"TSE3002  =  .0004545 

°TSE300  =  V.  0004545  =  .021319 

"Mac  =  .0009253  =  .030418 

"Mac-Hunt,  TSE300  =  -000883  = 
4 


.008 

-.015 

-.038 

.018 

.016 

.038 

.047 

-.009 

-.000221 


Because  of  an  error  in  the  examination  question,  three  possible  methods  for  calculating 
pMac-Hunt  were  allowed: 


')  pMac-Hunt,  TSE300 
>')  ^Mac-Hunt,  TSE300 
*“)  pMac-Hunt,  TSE300 


—  "Mac-Hunt,  TSE300  =  _  435 
"TSE3002 

=  — Mac-Hunt,  TSE300  =  —  .010  if  returns  in  decimal  fractions 

"TSE300  or  =  —  1.0  if  returns  in  percentages 

=  "Mac-Hunt,  TSE300  =  _  341 
"Mac-Hunt  "TSE300 


Marks: 

(5)  for  ^jsejoo 

(5)  for  <rMac.Hunti  XSE300 

(4)  for  ^Mac-Hunt 


A  mutual  fund  is  a  type  of  fund.  Shares  are  sold  to  investors  and  the  fund  stands  ready  to 
redeem  shares  from  any  investor  at  a  price  based  on  the  market  value  of  the  securities  in 
which  the  fund  has  invested. 

An  index  fund  is  an  investment  fund  of  any  sort  which  is  so  highly  diversified  that  it  has 
virtually  no  unsystematic  risk.  Its  return  depends  on  its  beta  and  on  the  market  return. 
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14 


Q-8 

(6)  (a)  risk,  return,  and  liquidity 

Marks: 

(2)  for  each  factor 

(8)  (b)  The  chartered  banks  try  to  maximize  return  while  maintaining  low  risk  and  high 

liquidity.  Their  assets  are  predominantly  short-term  securities  (like  treasury  bills)  and 
short-term  loans  to  consumers  and  businesses.  Some  of  their  assets  are  intermediate- 
term  loans  and  mortgages. 

The  life  insurance  companies  have  low  liquidity  needs  but  are  very  risk-adverse. 
Within  this  context,  they  try  to  maximize  return  by  investing  predominantly  in  quality 
industrial  stocks  and  bonds  and  in  mortgages  of  a  longer  term. 

Marks: 

(4)  for  each  intermediary 

(2)  for  identifying  factors 

(2)  for  describing  asset  mix  in  relation  to  factors 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS-  ASSOCIATION 


ADVANCED  FINANCE  526  EXAMINATION 
JUNE,  1981 


MARKS 


TIME:  3  HOURS 


16 


10 


14 


12 


NOTE:  Show  all  your  calculations. 

Q.i 

(6)  (a)  Outline  three  functions  of  financial  intermediaries  in  the  economy. 

(4)  (b)  Explain  what  is  meant  by  asset  and  liability  mismatching  for  a  financial  intermediary. 

(6)  (c)  Briefly  explain  how  the  return,  risk  and  liquidity  positions  of  a  financial  intermediary 

are  affected  by  mismatching. 

Q.2  A  money  market  dealer  quotes  you  a  yield  of  10.45%  for  30  day  commercial  paper  which 
pays  no  coupon  interest. 

REQUIRED: 

How  much  would  it  cost  you  to  buy  $500,000  in  face  value  of  this  paper? 

Q.3 

(5)  {a)  Discuss  the  limitations  of  the  use  of  price  earnings  ratios  in  the  valuation  of  common 

stock. 

(9)  (b)  What  are  the  three  main  factors  which  affect  the  price  earnings  ratio  of  a  common 

stock? 

Q.4  Consider  a  bond  issue  with  14  months  left  until  maturity.  The  coupon  rate  of  the  bond  is  8% 

and  interest  is  paid  semi-annually  (thus,  there  are  two  months  until  the  next  interest 
payment).  The  current  market  yield  to  maturity  of  the  bond  is  10%,  compounded  semi¬ 
annually. 

REQUIRED: 

(8)  (a)  Calculate  the  current  price  of  a  bond  with  a  face  value  of  $1,000. 

(4)  (b)  How  much  money  would  change  hands  during  the  purchase  of  the  bond  in  (a)? 

Q.5  Explain  what  is  meant  by  passive  portfolio  management  and  by  active  portfolio 
management. 
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Q.6 

(10)  (a)  Outline  the  factors  which  affect  call  options  premia  and  the  effects  which  they  have. 

(  6)  (b)  Consider  call  options  on  Dome  Petroleum  with  striking  prices  of  $70,  $80,  and  $90, 

and  times  to  expiry  of  1,  4,  and  7  months.  If  the  current  price  of  Dome  Petroleum 
shares  is  $82,  complete  the  following  table  with  “sensible”  numerical  estimates  for  the 
premia  of  the  relevant  call  options: 


striking 

price 

time  to 
"^expiry 

1  month 

4  months 

7  months 

$70 

$80 

$90 

18  Q.7  The  closing  prices  for  Corby  Distilleries  A  and  the  level  of  the  TSE  300  at  the  end  of  five 

recent  weeks  were  as  follows: 


6 


AT  THE  END  OF  WEEK 


1 

2 

3 

4 

5 

Corby  A 

17  5/8 

18  1/2 

20 

20  1/4 

19  1/2 

TSE  300 

2,051 

2,021 

2,057 

2,136 

2,117 

REQUIRED: 


(6)  (a)  Calculate  the  one  week  holding  period  returns  for  weeks  2,  3,  4,  and  5  for  both  Corby 

A  and  the  TSE  300. 

(6)  (b)  Calculate  the  average  and  the  variance  of  these  one  week  holding  period  returns  for 

both  Corby  A  and  the  TSE  300. 

(6)  (c)  Given  that  the  (3  (beta)  for  Corby  A  during  this  period  was  .033,  use  the  results  from 

(b)  to  estimate  the  total,  systematic  and  unsystematic  risk  of  holding  Corby  A  stock  for 
the  next  week  (week  6). 

Q.8  Explain  why  internal  rate  of  return  is  not  a  good  measure  of  the  performance  of  a  portfolio 
manager. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  FINANCE  526  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


Specific 

Q.l  This  question  was  very  straightforward  and  in  general  well  answered  by  students. 

Q.2  This  question  was  easy  and  extremely  well  answered. 

Q.3  Part  (a)  of  this  question  was  very  poorly  answered.  The  basic  problem  with  using  price  earnings  ratios  in 

the  valuation  of  common  stock  is  that  price  earnings  ratios  are  hard  to  forecast,  really  as  hard  to 
forecast  as  price.  Past  price  earnings  ratios  cannot  be  used  to  forecast  if  the  market  is  efficient. 

Part  (b)  of  this  question  was  well  answered. 

Q.4  The  question  was  straightforward  and  generally  well  answered. 

Q.5  Rather  than  explaining  what  is  meant  by  passive  and  active  portfolio  management,  a  number  of 

students  merely  named  some  passive  and  active  portfolio  management  techniques.  These  students 
would  have  benefited  from  a  more  careful  reading  of  the  question. 

Q.6  Part  (a)  of  this  question  was  well  answered.  Overall,  students  found  part  (b)  of  this  question  to  be 

difficult.  The  question  was  posed  in  a  form  different  from  what  students  had  seen  in  the  notes  and  so 
required  that  the  students  truly  understand  what  options  are  and  how  their  premiums  are  determined. 

Q.l  Part  (a)  of  this  question  was  well  done.  However,  a  common  mistake  was  to  use  the  change  in  price  (or 

level)  as  a  measure  of  return  rather  than  the  relative  change  in  price  (or  level). 

Part  (b)  and  (c)  of  the  question  were  straightforward.  It  is  the  examiner’s  opinion  that  student 
performance  on  this  question  correlated  very  well  with  both  the  amount  of  work  that  the  student  put 
into  the  course  and  with  overall  performance  on  the  examination. 

Q.8  Many  students  related  this  question  to  the  treatment  of  internal  rate  of  return  in  the  context  of  capital 

budgeting  as  outlined  in  Financial  Controllership  316.  The  use  of  internal  rate  of  return  for  portfolio 
evaluation  is  very  clearly  explained  in  Lesson  3  of  the  notes  for  Advanced  Finance  526. 
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MARKS 

16  Q.l 
(6) 


(4) 

(6) 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


ADVANCED  FINANCE  526  EXAMINATION 
JUNE,  1981 

SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 


(a)  Possible  functions  are: 

(i)  communications  between  investor  and  creditor; 

(ii)  tailoring  of  investment  terms  (term  to  maturity,  size  of  investment,  etc.)  for 
investors; 

(iii)  tailoring  of  terms  for  creditors; 

(iv)  the  efficient  handling  of  risk  for  investors;  and 

(v)  the  provision  of  direct  financial  services. 

Marks: 

(3)  for  each  function  correctly  identified. 

(b)  Assets  and  liabilities  are  mismatched  when  the  average  term  to  maturity  of  the  assets  is 
longer  than  that  of  the  liabilities. 

(c)  Return  is  increased  because  short-term  liabilities  usually  cost  less  than  long. 

Risk  is  increased  because  the  cost  of  short-term  liabilities  can  increase  while  return  is 
fixed  in  long-term  assets. 

Liquidity  decreases  because  funds  cannot  easily  be  released  from  long-term  assets  to 
meet  commitments  arising  frequently  from  short-term  liabilities. 


Marks: 

(2)  for  correct  discussion  of  each  factor. 
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10  Q.2 


14  Q.3 

(5) 


(9) 


S526J81 


Yield 


10.45 


face  value  -  price 
price 


X  100  X 


500,000_vp^  x  xjg 

p  30 


=  /  500,000  ^ 


x  100  x 


365 

30 


365 

term 


500,000  _  ,  ,  10.45  X  30 

D  365  X  100 


1.008589 


500,000 

1.008589 


$495,742.07 


The  price  would  be,  $495,742.07 

Marks: 

(5)  for  correct  formula 
(5)  for  use  of  formula 


(a)  Some  analysts  believe  that  P/E  ratios  permit  them  to  forecast  prices  in  two  stages.  The 
P/E  ratio  itself  is  forecast  basically  by  using  trends  and  assuming  that  the  P/E  ratio 
varies  only  within  fairly  narrow  limits.  The  assumption  that  P/E  ratios  can  be  forecast 
in  this  way  is  very  questionable.  The  next  step  is  to  forecast  earnings  from  a 
fundamental  analysis  of  the  firm.  This  step  is  more  valid. 

(b)  The  factors  which  affect  the  price  earnings  ratio  are: 

(i)  the  forecasted  growth  rate  of  earnings; 

(ii)  the  forecasted  dividend  payout  ratio;  and 

(iii)  the  discount  rate  which  investors  apply  to  value  the  forecasted  dividends. 
Marks: 

(3)  for  each  factor  correctly  identified. 
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Q.4 

(8)  (a)  _  40  ,  40  1000 

(1  +  .05)  (1  +  ,05)2  +  (1  +  ,05)2  +  40  N 

P  =  - - - - - 40  ( 1  -  -|- 

(1  +  .05) 2/6  '  ' 


=  38.10  +  36.28  +  907.03  +  40 

(1.016) 


26.67 


8 


16 


=  1004.93  -  26.67 
=  978.26 


The  price  would  be  $978.26 

Marks: 

(6)  for  correct  formulation 
(2)  for  correct  answer 

(4)  (b)  Payment  for  the  bond  would  be  price  plus  accrued  interest:  $1,004.93. 

Q.5  Active  portfolio  management  will  have  short  holding  periods  and  correspondingly  high 
turnover  and  in  addition  will  try  to  outperform  the  market.  Passive  management  will  have 
low  turnover,  long  holding  periods  and  will  not  concentrate  on  picking  underpriced 
securities  to  outperform  the  market. 


Q.6 

(10) 


(a) 


(i)  The  more  volatile  the  price  of  the  underlying  stock,  the  higher  the  premium. 

(ii)  The  longer  the  time  to  expiry  of  option,  the  higher  the  premium. 

(iii)  The  higher  the  striking  price,  the  lower  the  premium. 

(iv)  The  higher  short-term  interest  rates,  the  lower  the  premium. 

(v)  The  higher  the  stock  price,  the  higher  the  premium. 


Marks: 

(2)  for  each  factor  and  effect  correctly  identified. 


(6)  (b) 


\  time  to 

expiry 

striking 

price 

1  month 

4  months 

7  months 

70 

p„  =  $12  +  6 

Pn  ^  P12 

Pi2<  P13 

80 

P21  =  $2  4-  *  Pn 

P2I  ^  P22  ^  Pl2 

P22<'  P23^  Pi 3 

90 

P3I^  P21 

P 3 1  ^  P32^  P22 

P32^  P33  ^  P23 

The  numerical  estimates  given  by  the  students  must  satisfy  the  constraints 
indicated  above. 

Marks: 

(1)  each  for  pn,  p21,  p31,  p,2,  p)3 


('/i)  each  for  p22)  p32,  p23,  p33 
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18 


TSE  300 


6 


100 


S526J81 


Q.7 

(6)  (a)  week  Corby 

2  .050 

3  .081 

4  .013 

5  -.038 


-.015 


.018 

.038 


-.009 


(6) 


R.Corby  =  027 


R. 


TSE  300  =  .008 


Corby 


2/R  -  R  \ 

\  Corby  Corby ) 


=  .00197 


TSE  300  =- 


[RTSE300  ~  RTSE30o) 


=  .00045 


Marks: 

( Wi)  each  for  R  R  <r2 

l  ’  Corby’  Corby’  TSE300’  TSE300 

(6)  (c)  For  Corby: 

total  risk:  ff!Corby  =  00197 

systematic  risk:  QOT^y  ffJTSE300  =  (-0045) 

=  .00000049 
=  0 


unsystematic  risk:  total  -  systematic  =  .00197  -  0  =  .00197 

Marks: 

(2)  for  each  type  of  risk. 

Q.8  The  internal  rate  of  return  of  a  portfolio  depends  on  the  cash  invested  and  withdrawn  from 
the  portfolio  at  various  times.  These  deposits  and  withdrawals  are  generally  out  of  the  hands 
of  the  portfolio  manager. 


END  OF  SOLUTIONS 


Page  4  of  4 


450 


8 

10 

10 

12 

12 

12 

12 

14 

5 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  557  EXAMINATION 
December,  1980 


Time:  3  hours 

Q.  1  Identify  and  discuss  what  you  consider  would  be  the  main  problems  a  managerial  auditor 
would  encounter  when  undertaking  to  assess  the  extent  to  which  objectives  have  been  achieved 
in  various  departments. 

Q.  2  Compare  a  'managerial'  audit  with  a  conventional  ‘financial’  audit  as  performed  by  a 
practising  CGA  under  the  following  headings: 

(a)  Necessity  for  the  audit. 

(b)  Audit  practices  and  procedures. 

(c)  Criteria  for  appraising  observed  performance . 

(d)  Purpose  of  the  audit. 

Q.  3  Describe  the  principal  concerns  that  a  managerial  auditor  should  have  with  back-up  measures 
for  his  company's  EDP  installation. 

Q.  4  Describe  6  ways  in  which  the  managerial  auditor  can  help  to  make  the  budgetary  control 
process  more  useful  to  management. 

Q.  5  Set  down  six  important  questions  a  managerial  auditor  should  ask  when  reviewing  a  scrap  and 
salvage  operation  in  a  typical  manufacturing  plant. 

Q.  6  Discuss  three  new  or  additional  considerations  that  the  use  of  special  computer  audit  pro¬ 
grams  impose  on  the  auditor. 

Q.  7  Describe  specific  input  and  output  controls  maintained  by  the  user  that  you  would  expect 
to  find  in  connection  with  processing  approved  vendors’  invoices  for  payment  through  a 
computerized  accounts  payable  system  operated  by  a  separate  EDP  computing  centre. 

Q.  8  Set  down  7  important  questions  a  managerial  auditor  should  ask  when  reviewing  a  sales 
forecast  for  a  given  period. 

Q.  9  You  are  planning  to  conduct  your  first  managerial  audit  over  the  acquisition  of  new  plant  and 
equipment.  You  have  selected  for  your  first  audit  a  recent,  sizable  capital  addition  in  the 
factory  which  is  expected  to  yield  tangible  operating  benefits. 

Required: 

Briefly,  describe  two  of  the  most  important  procedures  you  would  carry  out.  State  why  they  are 
important.  (By  ‘important’  we  exclude  such  routine  checks  as  seeing  that  written  approval  was 
given  to  the  acquisition  and  similar  routine  verifications.) 

Q.  10  A  common  description  of  the  purchasing  function  is  (in  part)  'to  get  the  desired  item  in  the 
( &) specified  place  at  the  specified  time,  and  (b)  at  the  lowest  price1. 

Required: 

Explain  what  policies  and  procedures  you  would  expect  to  find  that  would  reasonably  ensure 
achievement  of  the  two  requirements  (a)  and  (b)  that  are  outlined  above. 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  557  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

Candidates  again  showed  a  disturbing  inability  to  answer  what  the  particular  question  asks  for.  T  he  results  should 

be  viewed  in  the  light  of: 

—  question  2  was  a  gift; 

in  some  questions  there  was  a  wide  selection  of  acceptable  points  whose  marks  totalled  double 
the  maximum  mark  or  even  more. 

Specific 

Q.  1  Many  candidates  appear  to  have  overlooked  the  specific  wording  of  the  question  for  problems  that  the 

auditor  would  encounter  when  undertaking  to  assess  the  extent  to  which  objectives  had  been  achieved. 
These  problems  mostly  revolve  around  the  failure  of  the  auditee  or  superior  to  have  spelled  out  the 
objectives  and/or  the  standards  by  which  performance  is  to  be  measured.  In  the  absence  of  these, 
neither  the  manager  nor  the  auditor  can  tell  if  the  objectives  of  the  auditee  unit  have  been  met.  Many 
candidates  wrote  at  length  about  congruency  of  objectives  with  those  of  other  departments  or  the 
effectiveness,  economy,  etc.  of  the  objectives.  These  points  have  no  bearing  on  the  task  of  relating 
performance  to  standards. 

Q.2  This  was  literally  a  gift  of  10  marks  for  most  candidates. 

Q.3  Many  candidates  comple.telv  mi^rfad  the  question  and  presented  topics  that  would  be  of  concern  in 

appraising  the  effectiveness  r>t  the  controls  or  other  features  of  the  operation  of  a  computer  centre. 
Points  in  the  suggested  solution  that  were  most  often  overlooked  were: 

—  existence  of  tested  software  to  re-load  files  from  hard  copy, 

—  existence  of  a  tested  plan  to  provide  computer  service  in  event  of  an  extended  emergency, 

—  periodic  print-out  of -magnetic  files  to  hard  copy. 

Q.4  The  question  was  generally  no-t  well  done.  Many  candidates  concerned  themselves  with  such 

considerations  as  product  pricing  analysis  of  sales  territories,  etc.  Such  points  do  not  constitute  an 
answer  to  the  question. 

Q.5  Most  candidates  scored  fairly  well.  Since  marks  for  the  numerous  acceptable  points  total  24,  it  was  not 

too  difficult  for  a  candidate  to  accumulate  8  to  10  marks. 

Q.6  The  typical  candidate  has  only  a  minimal  idea  what  this  is  all  about.  Many  candidates  gave  irrelevant 

material  about  the  reliability  of  these  programs.  Some  candidates  merely  stated  some  of  the  audit 
routines  these  programs  can  perform.  Others  confused  the  use  of  the  computer  to  perform  audit 
procedures  with  EDP  controls  In-general,  items  (c)  and  (d)  of  the  suggested  solution  were  not  handled  in 
sufficient  depth. 

Q.7  This  question  was  poorly  answered.  Most  candidates  covered  points  (a),  (b)  and  (d)  and  omitted  the 

remainder.  Many  wrote  a  great  length  about  controls  in  the  EDPdepartment;  these  were  not  asked  for. 
Hardly  any  candidates  considered  items  (h)  and  (i)  of  the  suggested  solution.  Many  others  wrote  at 
length  about  the  approval  process,  i.e.,  matching  invoices  with  purchase  orders.  When  will  candidates 
learn  to  read  the  question? 

Q.8  Most  candidates  dealt  with  items  (b)  and  (e).  Hardly  any  candidates  considered  items  (0,  (k),  (1 ),  (n)or 

(p).  Considering  the  fact  that  marks  for  all  the  possible  points  total  32,  candidates  should  have  done 
better  than  an  average  of  only  8.5  out  of  14. 
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Q.9  A  disturbingly  high  number  of  candidates  did  not  even  mention  item  (a)  of  the  suggested  solution.  The 

most  frequently  encountered  items  were  (b)  and  (c).  Many  candidates  insisted  on  submitting  trivia 
about  checking  for  correct  recording  of  invoices,  correct  distribution,  etc.  and  ignored  the  key  issues. 

Q.10  This  question  was  not  done  well  either.  The  first  point  in  the  suggested  solution  was  seldom  mentioned. 

Many  candidates  wrote  at  length  about  inventory  management  whereas  the  question  specifically 
referred  to  the  purchasing  function. 
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Q.  1 

0*4) 

0*4) 


(1*4) 

(1*4) 


(2) 

(2) 


Reference:  Lesson  1 ,  pp.  6,  7,  15,  16. 

(a)  Objectives  may  not  have  been  spelled  out  in  sufficient  detail  or  made  sufficiently  clear  to 
permit  any  real  direction  or  control  over  the  efforts  of  the  personnel  in  the  department. 
Thus,  the  auditor  may  find  that  a  considerable  variety  or  range  of  performance  could  be 
interpreted  as  having  ‘achieved’  the  ‘objectives’  of  the  department. 

(b)  The  plans  may  not  incorporate  clearly-expressed  criteria  forjudging  performance.  In  the 
absence  of  these,  neither  the  manager  nor  the  auditor  will  know  if  the  stated  objectives 
have  been  met. 

(c)  Due  to  failure  to  heed  planning  premises  from  other  organizational  units,  the  stated 
objectives  may  be  unattainable.  Other  unforeseen  and/or  controllable  factors  may  have 
also  rendered  the  objectives  unobtainable. 


Q.2 

(2) 

(2) 


(2) 

(2) 


(2) 

(2) 

(2) 

(2) 


Reference:  Lesson  1,  p.  1. 

Managerial  Auditor 

(a)  Not  necessary  to  the  running  of  the  business.  Use  of  managerial  auditing  may  result  in 
better  operations  but  this  is  not  absolutely  assured. 

(b)  Basic  audit  practices  and  procedures  are  similar  to  those  used  by  a  public  accountant  but 
considerably  extended  to  non-financial  recording.  Emphasis  is  on  appraising  the  degree  to 
which  objectives  and  policies  have  been  realized  by  comparing  performance  with  the 
various  standards  and  criteria. 

(c)  The  criteria  should  be  incorporated  into  the  objectives  and  standards  for  the  auditee.  The 
auditor  may  have  to  assist  the  auditee  in  developing  criteria  to  permit  his  review  to  be 
meaningful. 

(d)  Purpose  is  to  service  all  levels  of  management  in  gauging  performance  in  accordance  with 
policies,  goals,  established  policies  and  directives,  and  to  promote  efficiency  and 
economy  in  operations. 

Practising  CGA 

(a)  Has  to  satisfy  the  requirements  of  the  Business  Corporations  Act  under  which  the  company 
he  is  auditing  is  incorporated.  The  audit  is  often  required  by  law.  Bondholders  and  other 
major  creditors  may  also  require  an  audit. 

(b)  Emphasis  in  audit  procedures  is  on  verification  of  the  amounts  shown  for  the  various  items 
in  the  usual  financial  statements. 

(c)  The  accounting  treatment  and  presentation  of  various  transactions  is  governed  by  GAAP 
as  developed  by  professional  accounting  bodies  in  Canada  and  the  U.S.A. 

(d)  Purpose  is  to  express  a  professional  opinion  on  the  financial  statements.  These  needs  are 
basically  those  of  shareholders  and  outsiders,  as  opposed  to  management  in  the  case  of  a 
managerial  audit. 
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10  Q.  3  Reference:  Lesson  3,  pp.  9  and  10. 

( 1  (a)  See  that  there  are  father  and  grandfather  magnetic  files  (properly  rotated)  for  all  sensitive 

(1 )  and  regularly  used  applications.  See  that  these  back-up  files  are  stored  in  a  safe  and  secure 

location  away  from  the  computer  site. 

(114)  (b)  See  that  important  files  are  printed  out  on  hard  copy  periodically  which  will  permit 

(1)  restoring  the  files  in  case  all  magnetic  records  were  lost.  See  that  the  software  exists  to 
accomplish  the  re-load  from  hard  copy. 

(2)  (c)  See  that  all  programs  are  adequately  backed  up  with  duplicate  source  decks  and/or 

magnetic  storage  kept  in  a  safe  location  away  from  the  computer  site. 

(1 14)  (d)  See  that,  if  at  all  possible,  use  of  a  back-up  computer  has  been  arranged  for  the  critical 

(114)  jobs.  Make  sure  that  EDP  department  has  a  plan  of  action  in  the  event  the  computer  should 
be  damaged  or  otherwise  put  out-of-service  for  a  significant  period. 

(2)  (e)  See  that  there  is  an  emergency  stock  of  specialized  stationery  (cheques,  invoices,  etc.) 

stored  in  a  safe  location  away  from  the  computer  site. 

12  Q.  4  Reference:  Lesson  9,  pp.  9:5-9:7  (items  (a)  to  (h)). 

Any  SIX  of  the  following  for  2  marks  each: 

(a)  Review  the  preparation  of  budgets  to  see  that  they  reflect  sales  and  operating  plans,  that 
various  figures  and  assumptions  are  consistent,  and  that  the  proper  relationships  exist 
among  the  figures. 

(b)  Review  the  bases  on  which  items  were  estimated  (e.g.,  factual)  and  consider  whether 
some  sort  of  Zero  Base  Review  should  be  employed  rather  than  merely  progressing  the 
previous  period's  amounts. 

(c)  Check  into  the  possibility  of  “slack”  in  the  budgets,  i.e.,  excessively  conservative 
revenue  budgets  or  expense  budgets  “padded”  with  unsupported  items. 

(d)  Assure  that  budgets  and  performance  data  have  been  compiled  in  accordance  with  the 
same  coding  schemes,  i.e.,  that  like  things  are  being  compared. 

(e)  Assure  that  all  arbitrary  cost/revenue  allocations  are  founded  on  fact. 

(f)  Review  the  issuance  of  reports  to  see  that  they  are  timely  and  presented  in  a  degree  of  detail 
appropriate  to  the  level  of  the  manager  who  uses  them. 

(g)  Review  the  adequacy  of  explanations  for  deviations  that  accompany  budgetary  control 
reports  and  assure  that  they  are  factual. 

(h)  Review  the  action  taken  by  managers  in  response  to  budgetary  control  reports  for  units  for 
which  they  are  responsible. 
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Q.5 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 


Reference:  Text  pp.  192  to  195. 

AnyS/X  of  the  following: 

(a)  Are  the  published  policies  and  procedures  regarding  the  handling  of  scrap,  including  its 
disposal,  reworking  of  salvage,  etc.  known  to  all  concerned  and  observed? 

(b)  At  what  point  does  scrap  come  under  effective  control?  Does  this  occur  soon  enough  to  be 
of  value?  Do  these  controls  follow  company  policy  and  who  is  responsible  for  them? 

(c)  What  controls  exist  to  ensure  that  maximum  revenue  is  received  in  relation  to  handling 
expenses  and  original  value? 

(d)  Is  there  any  evidence  that  the  value  received  from  sale  of  scrap  is  enough  to  cover  handling 
costs? 

(e)  Is  scrap  handled  and  prepared  for  sale  in  such  a  way  as  to  attract  the  best  prices  from  scrap 
dealers? 

(f)  What  controls  are  there  over  quantities  and  values  of  materials  transferred  to  scrap  or 
salvage  and  over  the  output  from  either  of  these  two  operations? 

(g)  Is  the  cost  of  salvage  operations  related  to  the  benefits  obtained? 

(h)  Which  individual  salvage  operations  are  profitable  and  which  are  unprofitable? 

(i)  Compare  amount  of  scrap  actually  produced  to  a  computation  —  using  accepted  factors  — 
of  the  “theoretical”  or  "standard”  amount  of  scrap  indicated  by  current  production 
levels. 

(j)  Seek  evidence  that  competitive  bids  are  being  obtained  for  sales  of  scrap  and  that  weights 
are  factual. 

(k)  If  material  is  salvaged  from  damaged  or  stale  product  returned  by  customers,  consider  the 
possibility  that  the  return  ratio  may  be  out-of-line  for  some  sales  outlets  and  that  returned 
product  could  be  salvaged  more  profitably. 

(l)  Check  that  the  same  person  does  not  have  the  responsibility  for  junking  AND  disposing  of 
equipment. 

Marks  may  also  be  awarded  for  the  less  likely  items  Nos.  7,  8,  10  and  1 1  onp.  194  of  the  text. 
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Q.6 

Refe 

Any 

(2) 

(2) 

(a) 

(2) 

(2) 

(b) 

0) 

(2) 

(2) 

(c) 

(1) 

(2) 

(d) 

(2) 

Q.7 

Refe 

(1%) 

(a) 

(1) 

(b)  i 

(1) 

(c)  l 

(2) 

(d)  i 

(1V4) 

(e)  : 

(2) 

(0  i 
( 

(1V4) 

(g)  : 

(2) 

(h)  . 

i 

(2) 

1 

(i)  • 

objectives.  For  example,  the  auditor  must  state  in  advance  and  in  precise  terms,  exactly 
what  constitutes  an  ‘exception’. 

There  is  a  tendency  to  'over-audit  when  using  computer  audit  programs  because  the 
computer  can  perform  so  many  functions  so  quickly.  It  is  possible  to  perform  audit  steps 
with  the  aid  of  computers  that  were  not  done  before  simply  because  they  could  not  easily 
be  done  manually  and  no  one  had  ever  thought  that  the  effort  would  be  justified.  The 
auditor  must  make  sure  that  the  expenditure  is  justified  and  that  he  can  make  real  use  of  the 
resulting  information. 

It  must  not  be  assumed  that  computer-assisted  auditing  will  necessarily  provide  attractive 
cost  savings  compared  with  manual  auditing.  In  place  of  the  manual  audit  procedures,  the 
auditor  now  has  the  cost  of  acquiring  or  preparing  the  programs,  testing  them,  keypunch¬ 
ing  input,  computer  running  time,  etc.  Some  of  these  items  can  be  quite  costly.  Each 
application  must  be  assessed  on  its  own  merits. 

It  must  be  remembered  that  while  audit  programs  can  reduce  the  time  for  collecting  and 
assessing  evidence,  the  planning  period  is  often  much  longer  than  when  using  manual 
methods.  The  auditor  must  also  remember  that  preparation  of  a  custom  program  may  take 
several  weeks.  Adequate  lead  time  must  be  allowed. 

Reference:  Text,  pp.  87,  89,  90,  91, 92. 

Accounts  payable  clerk  totals  each  batch  of  approved  invoices  which  have  been  passed  for 
payment. 

Clerk  enters  total  from  batch  tape  and  invoice  count  on  transmittal  slip. 

Clerk  assigns  an  ascending  serial  batch  control  number  and  enters  on  transmittal  slip. 
Clerk  records  total  from  tape  and  batch  control  number  in  control  register  maintained  in 
accounts  payable  department  or  general  accounting  department. 

Accounts  payable  department  receives  computer  printout  of  load  run  together  with  the 
invoices  that  have  been  processed. 

Clerk  in  accounts  payable  department  checks  batch  number  and  total  value  of  load  run  to 
control  register  after  allowing  for  data  rejected  by  EDP. 

Supervisor  follows  up  rejected  data  to  final  loading  run  or  bona  fide  cancellation. 
Accounts  payable  clerk  checks  cumulative  load  totals  shown  on  printouts  to  see  that  they 
do  not  exceed  the  cumulative  totals  shown  by  the  accounts  payable  department  control 
register. 

See  that  the  total  cheques  issued  for  any  given  accounting  period  (or  accounts  payable 
cycle)  agrees  (through  a  reconciliation  if  necessary)  with  the  total  of  batches  passed  for 
processing  by  accounts  payable  department. 
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Q  8 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 

(2) 


Reference:  Lesson  8,  pp.  2  to  4. 

Any  SEVEN  of  the  following: 

(a)  Is  the  cost  of  preparing  the  forecast  commensurate  with  the  benefits  derived  from  its  use? 

(b)  Is  there  a  clear  set  of  instructions  on  the  procedures  to  be  followed  in  the  preparation  of  the 
forecast? 

(c)  Will  the  instructions  result  in  a  forecast  being  prepared  in  accordance  with  top  level  policy 
and  criteria? 

(d)  Have  the  responsibilities  for  the  different  tasks  in  preparing  the  forecast  been  allocated  on 
some  logical  and  reasonable  basis? 

(e)  Why  are  the  current  methods  of  forecasting  being  used  and  have  other  methods  been  tested 
or  considered? 

(f)  What  are  the  possibilities  for  major  computational  errors  going  undetected? 

(g)  What  are  the  assumptions  used  in  preparing  the  forecast  and  are  they  known  to  and 
accepted  by  all  persons  concerned  with  the  forecast? 

(h)  Are  the  exponential  growth  rates  and  other  assumptions  used  in  compiling  the  forecast 
appropriate  for  this  organization’s  future  outlook? 

(i)  Have  basic  data  and  assumptions  been  obtained  from  two  or  more  sources  and  the  results 
compared? 

(j)  Is  the  forecast  prepared  and  distributed  in  time  to  permit  meaningful  review  and  action, 
and  does  it  go  to  the  people  who  can  put  it  to  best  use? 

(k)  Does  the  forecast  give  the  users  what  they  need  or  should  it  be  modified? 

(l)  How  reliable  have  previous  forecasts  been?  Are  the  situations  which  distort  previous 
forecasts  either  avoided  or  rectified  in  the  current  forecast? 

(m)  See  if  there  is  a  published  management  policy  and  standard  practice  instructions  regarding 
the  purpose  and  preparation  of  sales  forecasts. 

(n)  Review  the  allocation  of  responsibilities  to  departments  and  individuals  to  see  that  it  is 
reasonable,  logical  and  can  be  expected  to  produce  the  best  overall  results. 

(o)  See  evidence  of  overlapping  of  assigned  responsibilities  of  those  involved  and  evidence  of 
lack  of  needed  authority  along  with  any  bottlenecks  in  preparation  of  the  forecast. 

(p)  Seek  evidence  that  the  sales  force  was  consulted  for  basic  information  needed  in  the 
forecast. 


5  Q.  9  Reference:  Lesson  6.  Text,  Chapter  12. 

The  two  most  important  procedures  are  probably  the  following: 

(2  Vi)  a)  Obtain  the  file  of  documents  created  at  the  time  the  project  was  proposed  and  considered. 

Review  the  calculation  of  the  benefits  expected  to  accrue  from  the  project.  See  that  these 
were  spelled  out  in  sufficient  detail  that  actual  performance  can  now  be  related  to  them. 
This  procedure  is  necessary  to  determine  if  there  is  a  suitable  criterion  for  measuring  the 
success  of  the  project  in  achieving  its  expected  benefits. 

(2  Vi)  b)  Study  the  operation  with  the  new  equipment.  Prepare  the  necessary  cost  comparisons  to 
ascertain  whether  the  expected  advantages  have,  in  fact,  been  realized.  This  procedure  is 
necessary  to  see  whether  the  basis  on  which  the  project  was  approved  and  funds 
committed  to  it  (in  place  of  other  possible  uses  for  the  funds)  was  followed  up  with 
subsequently-realized  operating  improvements.  This  amounts  to  a  post-implementation 
review.  It  is  important  to  see  that  the  expected  return  on  the  investment  is  being  realized. 

The  following  points  may  be  accepted  for  1  'h  marks  each: 

c)  Relate  expenditures  on  capital  assets  to  the  capital  budget. 

d)  Review  the  reports  on  (or  carry  out)  post-completion  audits  of  projects  involving  the 
acquisition  of  capital  assets. 

e)  Review  the  utilization  of  capital  assets. 
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5  Q.  10  Reference:  Lesson  7.  Text,  Chapter  16. 


•  Ordering  department  should  spell  out  where  and  when  they  want  the  materials  delivered. 

•  Purchasing  should  work  with  traffic  department  to  provide  a  suitable  routing  for 
shipment  to  reach  the  specified  place  at  the  specified  time  at  the  best  possible  cost. 

•  Specific  follow-up  by  an  expeditor  may  be  desirable  if  the  material  is  being  made 
specifically. 

•  Purchasing  department  to  obtain  3  or  more  competitive  bids  if  the  value  of  the  order 
warrants. 

•  Choose  the  lowest  bid  that  appears  to  satisfy  the  purchasing  specifications. 

•  Absence  of  favoritism  towards  certain  suppliers  that  might  result  in  higher  than  ‘  ‘market’  ’ 
prices. 

•  Concentration  of  orders  for  specific  products  or  lines  in  one  supplier  to  get  the  benefit  of 
volume  discounts. 

•  Materials  should  be  ordered  in  most  economical  lot  sizes  that  take  advantage  of  quantity 
discounts. 


Note: 

As  many  points  relate  to  both  time/ place  and  cost,  candidates  need  not  give  separate  points  for 
each  requirement. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  557  EXAMINATION 

March,  1981 

MARKS 

TIME:  3  HOURS 

6  Q.  1 

Why  is  it  necessary  for  an  auditor  to  review  an  EDP  system  before  programming  has 
commenced? 

9  Q.  2 

Identify  and  briefly  discuss  three  key  points  which  an  auditor  should  consider  in  reviewing  an 
existing  Management  Information  System  (MIS). 

8  Q.  3 

You  have  been  assigned  to  conduct  an  audit  of  an  inventory  replenishment  system  based  on  the 
use  of  order  points.  Inventory  records  are  posted  manually.  Each  stock  record  card  contains  a 
notation  of  the  level  at  which  a  purchase  order  should  be  requested  for  the  standard  quantity 
which  is  also  specified  on  the  stock  record  card.  These  re-order  points  and  the  quantities  to 
purchase  have  been  developed  in  accordance  with  EOQ  theories. 

Required: 

What  aspects  of  this  inventory  replenishment  system  would  you  review? 

10  Q.  4 

(5) 

(5) 

(a)  In  what  way  is  a  managerial  auditor’s  work  ‘diagnostic’? 

(b)  Contrast  the  objectives  of  the  work  of  a  managerial  auditor  and  of  a  consultant. 

15  Q.  5 

As  a  managerial  auditor  you  have  examined  the  transactions  (documents,  recording,  etc.) 
supporting  additions  to  plant  and  equipment  for  the  period  under  review.  You  found  all  of  this 
to  be  in  order.  Should  your  review  stop  there?  If  not,  explain  in  some  detail  what  other  aspects 
of  the  plant  and  equipment  acquisition  process  you  would  review. 

10  Q.  6 

Identify  and  explain  five  main  points  a  managerial  auditor  should  consider  in  assessing  a 
proposal  to  computerize  a  particular  manual  system. 

18  Q.  7 

You  have  been  assigned  to  conduct  a  review  of  the  duties  and  responsibilities  of  the  buyers  in 
the  purchasing  department  of  a  manufacturing  company. 

Required: 

Set  out  those  duties  and  responsibilities  of  the  buyers  you  will  examine  to  ascertain  whether 
there  are  any  significant  deficiencies. 

12  Q.  8 

You  are  reviewing  the  quality  testing  function  in  a  factory  that  produces  large  runs  of  many 
small  household  articles.  Each  article  is  assembled  from  several  components.  Some  compo¬ 
nents  are  made  in  the  factory,  while  others  are  purchased  in  finished  condition.  The  check  for 
quality  control  consists  of  inspecting  and  testing  samples  of  the  finished  assemblies. 

Required: 

Describe  the  points  you  would  consider  in  evaluating  the  quality  testing  system. 

12  Q.  9 

Describe  the  principal  review  procedures  you  would  perform  in  order  to  carry  out  an  audit  of  a 
sales  department. 

100 

END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  557  EXAMINATION 

March,  1981 

SUGGESTED  SOLUTIONS 

MARKS 

TIME:  3  HOURS 

6  Q.  1 

(3) 

Reference:  Lesson  2,  pp.  11-12.  Text,  p.  102. 

(a)  Auditors  frequently  discover  major  control  weaknesses  in  already  installed  EDP-based 
applications  systems  that  necessitate  substantial  changes  in  the  programs. 

(3) 

(b)  The  cost  of  making  such  changes  is  often  prohibitive.  Therefore,  ways  have  to  be  found  to 
identify  and  correct  such  deficiencies  while  the  systems  are  still  in  the  development  stage 
and  before  resources  have  been  expended  on  programming. 

9  Q.  2 

(3) 

Reference:  Lesson  9,  p.  8,  points  (a),  (b)  and  (c). 

(a)  Reports:  frequency;  amount  of  detail;  acceptability  to  manager-users;  speed  of  response  to 
special  requests  for  information;  need  for  further  manual  work  after  receiving  reports;  cost 
of  reports. 

(3) 

(b)  Response  to  change:  the  needs  of  the  organization  may  well  change  and  in  such  major 
ways  as  adding  new  branches,  significant  product  lines,  etc.  The  auditor  should  see 
whether  the  system  is  too  rigid  to  permit  quick  response  to  these  changing  needs. 

(3) 

(c)  Acceptability  to  users:  in  addition  to  the  points  under  “reports”,  the  auditor  should  assess 
the  extent  to  which  the  MIS  serves  the  needs  of  users  by  way  of  ability  to  analyze  and 
correlate  data,  etc. 

8  Q.  3 

(2) 

Reference:  Lesson  4,  pp.  6  and  7.  Text,  p.  145. 

(a)  Do  the  clerk(s)  posting  the  stock  issues  to  the  inventory  cards  initiate  the  replenishment 
procedures  when  the  quantities  reach  the  re-order  points? 

(1) 

0) 

(2) 

(b)  Is  there  any  evidence  of  duplication  of  orders? 

(c)  Are  the  order  points  and  order  quantities  appropriate? 

(d)  Were  the  order  points  and  quantities  correctly  calculated  in  accordance  with  applicable 

EOQ  theories? 

(1 V4)  (e)  Have  conditions  changed  significantly  since  the  EOQ  calculations  were  made,  i.e.,  are  the 


(2) 

order  points  and  quantities  ‘out-of-date’? 

(f)  How  effective  is  the  system  as  evidenced  by  the  frequency  of  stock-outs  and/or  excessive 
inventory  levels? 

10  Q.  4 

(5) 

(a)  Reference:  Text,  p.  29. 

It  must  be  emphasized  that,  in  carrying  out  an  operational  audit,  the  role  of  the  auditor  is 
that  of  “fact-finder.”  His  approach  is  therefore  diagnostic,  bringing  to  the  attention  of 
management  those  factors  or  areas  which  may  be  inhibiting  the  maximization  of  over-all 
profit  objectives.  The  auditor  must  start  out  by  asking  many  questions.  He  must  then  listen 
and  assimilate  what  he  sees  and  hears.  All  of  his  efforts  are  directed  at  that  first  step  in  the 
solution  of  operating  problems  —  namely,  the  need  to  make  management  aware  of  the 
location,  nature  and  dimensions  of  problem  areas. 

(5) 

(b)  Reference:  Text,  p.  6. 

The  management  service  called  ‘consulting’  generally  undertakes  to  develop  a  solution  to 
a  known  problem,  however  broad  it  may  be  stated  initially.  By  contrast,  a  managerial 
auditor  undertakes  to  seek  out  unknown  problems  or  those  not  immediately  apparent. 
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Q.  5  Reference:  Lesson  6.  Text,  Chapter  12. 

(4)  (a)  An  audit  limited  to  an  examination  of  the  transactions  recorded  in  the  plant  and  equipment 

ledger  cannot  tell  much  more  than  the  fact  that,  for  example,  the  acquisitions  were 
supported  by  invoices,  which  were,  in  turn,  supported  by  evidence  of  receipt  and 
installation,  that  prices  and  terms  were  in  accordance  with  the  purchase  order,  and  that  the 
items  were  properly  classified  as  capital  assets,  etc. 

A  managerial  auditor’s  review  cannot  stop  there  because  he  must  be  concerned  with  the 
process  by  which  the  decision  was  taken  to  acquire  the  individual  assets. 

He  should  review  the  proposal  and  check  the  computation  of  the  cost-benefit  calculations 
on  which  the  acquisition  proposal  was  authorized. 

He  should  assure  that  the  acquisition  was  approved  by  the  appropriate  authority  in 
accordance  with  company  policy. 

He  should  trace  forward  from  approved  budget/project  through  work  orders  and  purchase 
orders  to  see  that  the  chain  of  approvals  was  intact. 

He  should  review  the  ensuing  project  control  to  see  that  the  asset  was  acquired  for  the 
amount  authorized  in  the  budget  and  that  effective  cost  control  over  its  acquisition/con— 
struction  was  provided  by  the  project  control  systems. 

He  should  conduct  some  sort  of  post-implementation  audit  to  see  if  the  use  of  the  asset  has 
resulted  in  the  benefits  spelled  out  in  the  project  proposal  which,  presumably,  were  the 
bases  for  approval  of  the  acquisition. 


Consider  the  requirements  of  the  existing  system  and  its  problems.  Have  these  been 
identified  and  studied  fully? 

Review  the  economic  justification  for  the  project.  Are  the  assumptions  sound  and  have  the 
calculations  been  made  correctly? 

See  what  existing  problems  EDP  will  solve  and  what  ones  it  will  not  solve. 

Consider  how  the  proposed  system  relates  to  other  existing  or  proposed  systems.  Are  all  of 
these  systems  effectively  integrated  into  a  master  plan? 

See  if  all  the  parties  concerned  with  the  project  understand  fully  what  will  be  gained  by  the 
system,  what  is  required  of  them  when  the  system  will  be  implemented,  what  problems 
will  remain  unsolved,  etc. 

Consider  whether  all  levels  of  management  (general  and  specialized)  concerned  with  the 
system  have  been  furnished  with  full  information  and  have  given  approval  in  writing. 
Consider  to  what  extent  computerization  of  the  system  will  affect  the  company's  organi¬ 
zation  and  ascertain  whether  these  changes  are  acceptable  to  all  concerned. 

Consider  what  controls  have  to  be  built  into  the  system  and  how  these  differ  from  the 
current  requirements. 


(2) 

(b) 

(3) 

(c) 

(3) 

(d) 

(3) 

(e) 

(3) 

(f) 

(3) 

(g) 

Q.6 

Ref 

Anj 

(2) 

(a) 

(2) 

(b) 

(2) 

(c) 

(2) 

(d) 

(2) 

(e) 

(2) 

(0 

(2) 

(g) 

(2) 

(h) 
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Q-7 

(2) 

(3) 

(3) 

(2) 

(3) 

(2) 

(3) 

(3) 

(2) 


Reference:  Lesson  7,  pp.  2,  4.  Text,  pp.  176-7. 

(a)  Compliance  with  any  and  all  corporate  and  departmental  policies  that  pertain  to  the  work 
of  the  buyers. 

Specific  items  would  be  the  following: 

(b)  Observance  of  limits  on  the  size  of  orders  that  individual  buyers  may  sign  in  terrps  of  unit 
value,  quantity,  total  value,  time  span. 

(c)  Observance  of  policies  regarding  the  issuance/approval  of  'change  orders'  to  authorize  a 
higher  price,  change  in  quality,  quantity,  delivery  date,  terms. 

(d)  Observance  of  requirements  on  issuance  of  purchase  orders  within  a  specific  length  of  time 
after  receipt  of  purchase  request. 

(e)  Observance  of  the  company’s  formal  bid  policy  and  application  of  judgment  in  handling 
borderline  cases,  e.g.,  lack  of  alternate  suppliers,  low  value  of  order,  time  and  other 
constraints  laid  down  by  the  user. 

(f)  Observance  of  policies  regarding  reciprocal  buying,  i.e. ,  buying  from  customers. 

(g)  Astuteness  in  pressing  for  favourable  price  concessions  in  view  of  the  overall  volume  of 
business  done  with  the  supplier. 

(h)  Judgment  in  taking  advantage  of  volume  discounts,  special  terms  and  datings,  etc. 

(i)  Judgment  in  securing  favourable  transportation  terms. 


12 


Q.8 

0) 

m 

m 

0) 

(i) 

0) 

0) 

(i) 

0) 

(i) 

0) 

to 

(%) 

(1) 

(34) 

(34) 

(34) 

(34) 

(34) 

(1) 


Reference:  Lesson  5,  p.  5. 

(a)  See  that  the  sampling  of  output  is  carried  out  on  a  consistent  basis.  It  should  not  be  done 
only  when  “someone  is  available.”  There  must  be  a  policy  which  calls  for  a  planned 
program  that  is,  in  fact,  being  carried  out.  The  auditor  should  check  that  the  output  from  all 
shifts,  every  day,  is  being  sampled  and  tested  equally. 

(b)  See  that  adequate  but  not  excessive  samples  are  tested.  Consider  the  application  of 
statistical  (random)  sampling  techniques. 

(c)  See  that  samples  are  adequately  identified  so  that  the  test  results  may  be  related  to  the 
correct  shift,  batch,  etc.  Also  check  that  testing  is  being  done  promptly  and  the  results 
distributed  to  those  concerned. 

(d)  Look  for  evidence  that  personnel  of  the  quality  control  department  are  adequately  trained 
in  sampling/testing/recording  procedures  and  that  they  appreciate  the  importance  of  their 
work.  As  an  important  step  in  overall  evaluation  the  auditor  should  review  the  whole 
program  with  a  scientist/statistician. 

(e)  Evaluate  the  effectiveness  of  the  quality  control  program  in  the  sense  of  adequate  and 
timely  feedback  so  that  off- standard  production  can  be  corrected  promptly. 

(f)  See  that  reporting  of  test  results  is  prompt.  The  auditor  should  enquire  whether  latest 
testing  equipment/methods  are  being  used. 

(g)  See  that  appropriate  and  timely  summary  reports  are  produced  showing  results  and  trends 
in  quality  control  measured  against  some  objective  or  criteria.  How  meaningful  are  these 
reports?  Do  they  go  to  the  right  persons?  What  do  the  reports  show?  In  the  case  of 
sub-standard  performance,  is  anyone  taking  any  positive  action? 

(h)  See  to  what  extent  the  efforts  of  the  quality  control  (specialist)  group  is  supported  and 
augmented  by  “quality-conscious”  line  supervisors  and  foremen.  Does  the  factory  have  a 
“quality -first”  campaign  aimed  at  the  individual  worker? 

(i)  See  that  customer  complaints  about  quality  are  accorded  appropriate  attention  and  fol¬ 
lowed  up  by  quality  control,  sales  and  general  management  groups. 
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Q.9 

(1) 


(I) 

(1) 

m 

C/2) 

m 

(2‘/4) 


(1V4) 


(l‘/2) 


(3) 


(1) 

(1) 


Reference:  Lesson  8,  pp.  4  and  6. 

(a)  Purpose  of  the  department:  Determine  the  objectives  of  the  selling  function  as  understood 
by  senior  management.  Use  this  as  a  basis  foroverall  assessment  of  the  extent  to  which  the 
following  aspects  of  the  department  support  the  purpose  of  the  department. 

(b)  Evaluate  the  adequacy  of  the  department’s  plans  to  achieve  the  stated  objectives. 

(c)  Organization  of  the  department:  Study  the  department’s  organization  chart  and  supporting 
materials  such  as  job  descriptions.  Assess  these  in  terms  of: 

—  Division  of  the  overall  sales  area  into  practical  territories. 

—  Appropriate  spans  of  control  for  supervisors. 

—  Job  descriptions  and  specifications  appropriate  for  the  tasks  set  for  salesmen  and 
supervisor. 

In  reviewing  the  territories  covered  by  individual  salesmen  consider  the  following: 

—  Number  of  customers  per  salesman 
—  Size  of  the  customers 
—  Area  covered  by  each  salesman 

—  Amount  of  volume  (sales)  or  gross  profit  contribution  from  the  territory 
— -  Costs  of  operating  the  territory 

Review  these  performance  figures  in  relation  to  each  other  by  means  of  ratios.  Relate  the 
activities  of  each  salesman  to  the  departmental  and  organizational  objectives  and  policies 
mentioned  above. 

(d)  Success  in  meeting  objectives:  Relate  performance  of  each  salesman/territory  in  realizing 
the  goals  set  in  terms  of  sales,  sales  penetration,  gross  profit  contribution,  costs.  This  may 
call  for  extensive  analyses  by  product. 

(e)  Value  analysis  of  customers:  Analyze  a  sampling  of  customers  for  individual  value  to  the 
company  in  terms  of: 

—  Volume 

—  Cost  of  shipping  excessive  numbers  of  small  orders 
—  Cost  of  calling  a  customer 
—  Complaints  and  rebates 
—  Delivery  costs  absorbed  by  company 
—  Customer  support  in  pushing  company  products 

(f)  Evaluate  the  controls  implemented  to  monitor  progress  towards  attaining  the  goals  —  for 
the  department  as  a  whole  and  for  individual  salesmen.  See  whether  appropriate  action  has 
been  taken  in  response  to  control  information. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
AUDITING  567  EXAMINATION 
DECEMBER,  1980 


MARKS 
14  Q.l 

10  Q.2 

5  Q.3 

8  Q.4 

8  Q.5 

5  Q.6 

8  Q.7 

4  Q.8 

20  Q.9 


18  Q.10 


TIME:  3  HOURS 

Identify  and  discuss  the  sources  for  the  ‘standards  for  conducting  an  audit  ’  that  guide  a 
public  accountant  carrying  out  an  attest  audit,  and  a  corporation  internal  auditor  carrying 
out  a  management  audit  for  one  of  its  divisions.  What  ‘authority’  do  these  standards  carry? 

Identify  and  explain  at  least  five  forms  of  evidence  you  would  examine  in  conducting  an 
assessment  of  internal  control. 

Explain  the  relationship  between  the  three  main  steps  in  accomplishing  an  objective  by 
means  of  a  system  and  the  five  ‘functions  of  management.’ 

Why  is  it  necessary  for  an  internal  management  auditor  to  periodically  re-evaluate  internal 
control  systems?  Discuss  the  issues  involved. 

Discuss  the  use  and  effectiveness  of  flow  charts  as  a  means  to  accomplish  the  overall 
assessment  of  an  internal  control  system. 

Express  in  your  own  words  what  key  information  about  the  auditee  you  would  expect  to  get 
from  a  ‘briefing’  at  the  beginning  of  an  audit  in  terms  of  the  current  approach  to  conducting 
preliminary  surveys  suggested  by  the  U.S.  General  Accounting  Office. 

It  is  a  common  practice  to  schedule  the  use  of  EDP  equipment  in  advance. 

REQUIRED: 

Explain  what  features  this  ‘scheduling’  activity  must  include,  and  what  additional 
procedures  are  necessary  for  the  whole  process  to  be  effective  in  preventing  the  running  of 
unauthorized  jobs. 

What  does  William  F.  Whyte  generally  feel  is  the  prime  danger  in  attempting  to  apply 
‘human  relations’  in  managing  people? 

Explain  how,  in  conducting  an  internal  management  audit  of  the  accounts  receivable/cus¬ 
tomer  credit  function,  you  would  apply  each  of  the  following  objectives  of  such  an  audit: 

(a)  Verification 

(b)  Compliance 

(c)  Economy 

(d)  Efficiency 

(e)  Effectiveness 

Deal  with  each  objective  separately.  Identify  and  explain  the  activity  of  the  function  that 
you  would  evaluate  in  the  context  of  the  particular  audit  objective  and  then  describe 
appropriate  audit  step(s)  to  accomplish  the  evaluation. 

Set  down  at  least  5  basic  audit  steps  necessary  to  carry  out  a  compliance  audit  of  a  typical 
sales  department.  You  would  be  concerned  with  evaluating  compliance  with  established 
policies  and  procedures  for  the  operation  of  the  sales  department. 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  567  EXAMINATION 
DECEMBER,  1980 
EXAMINER  S  COMMENTS 


General 

There  is  a  general  tendency  to  overlook  key  words  and  phrases  resulting  in  answers  which  are  off  the  topic,  broader 
than  necessary,  incomplete  (e.g.,  do  not  address  the  final  part  of  a  question)  and  often  answer  similar  (but  not  the 
same)  questions  from  prior  examinations. 


Specific 

Q.l  This  was  a  question  that  students  of  the  pre-requisite  course,  Auditing  417,  could  be  expected  to  handle 

competently.  However,  the  following  problems  frequently  arose: 

a)  Many  candidates  did  not  identify  standards. 

b)  Many  confused  auditing  standards  with  the  performance  standards  by  which  the  auditee  is 
measured. 

c)  The  question  asked  for  sources  but  most  candidates’  answers  provided  only  the  single  source, 
GAAS,  and  ignored  legislated  requirements. 

d)  Over  10%  of  candidates  do  not  know  what  the  letters  GAAS  mean  and  confuse  GAAS  with 
GAAP. 

e)  Few  candidates  discussed  the  authority  of  the  various  standards  as  asked  for  in  the  final  sentence 
of  the  question  and  consequently  wrote  out  of  10  marks  rather  than  14. 

Q.2  Most  candidates  did  reasonably  well  but  there  was  a  tendency  to  list  actual  documents,  routines,  etc., 

without  providing  the  classification  called  for  by  the  question.  Some  candidates  provided  the  steps  taken 
in  an  internal  control  evaluation  rather  than  “forms  of  evidence.”  Although  there  were  many  perfect  or 
near-perfect  answers,  there  were  several  very  poor  attempts. 

Q.3  Candidates  either  came  up  with  an  excellent  answer  or  got  completely  off-the-track.  Those  off-the-track 

were  the  candidates  who  talked  about  input,  processor  and  output  rather  than  design,  operate  and 
check. 

Q.4  There  was  a  general  tendency  to  overlook  the  main  thrust  of  the  question:  the  possibility  of, 

deterioration,  failure  to  observe  the  required  procedures,  etc.  Many  candidates  wrote  at  length  about 
changes  in  the  system  but  not  about  employees  unilaterally  changing  the  system  or  failing  to  observe  it. 
The  “issues”  were  not  discussed  often  and  surprisingly  few  candidates  seem  to  appreciate  that  the 
expectation  that  one’s  work  will  be  examined  is  an  incentive  to  maintain  standards  and  comply  with 
procedures. 

Q.5  Many  candidates  expressed  the  view  that  a  flow  chart  is  the  ultimate  tool  in  evaluating  internal  control 

and  they  did  not  consider  that  it  should  be  used  in  conjunction  with  other  procedures  to  evaluate  the 
value  of  a  system. 

Q.6  This  question  referred  to  a  specific  article  and  the  vast  majority  of  candidates  were  obviously  quite 

unfamiliar  with  the  article.  They  were,  however,  able  to  get  2  or  3  marks  by  dealing  with  the  topic  in  a 
general  way  but  there  were  numerous  candidates  who  scored  zero.  Many  candidates  discussed  the 
information  to  be  given  to  the  auditee  —  the  opposite  of  the  requirements  of  the  question  —  indicating  a 
failure  to  read  the  question. 
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Q  7  This  was  not  well  handled  because  many  candidates  did  not  deal  with  the  full  question:  “preventing  the 

running  of  unauthorized  jobs.  Many  gave  a  full  description  of  scheduling  activities,  but  ignored  the 
controls  necessary  to  make  scheduling  effective.  Most  often,  candidates  referred  to  having  “a  computer 
log  which  would  make  sure  that  no  unscheduled  jobs  are  run.”  Candidates  missed  the  point  that  a 
comparison  must  be  made  and  also  by  whom  this  comparison  must  be  made.  The  poor  performance  on 
this  question  is  disturbing  because  in  this  instance  we  have  an  application  of  internal  control  through 
separation  of  duties. 

Q-8  This  question  referred  to  a  specific  article.  It  seemed  obvious  that  very  few  candidates  had  ever  read  the 

article.  Most  candidates  submitted  their  own  opinion  on  human  relations  —  none  of  them  spelled  out  in 
the  article. 

Q.9  Most  candidates  did  quite  well,  to  very  well,  discussing  verification  and  compliance.  But  too  few 

candidates  understand  the  distinction  between  “economy”  and  “efficiency”  as  spelled  out  neatly  in  the 
extract  from  a  publication  by  the  Comprehensive  Auditing  Foundation  contained  in  Lesson  10.  Many 
candidates  could  have  explained  their  understanding  of  “effectiveness”  better  had  they  provided  an 
example.  In  spite  of  many  inadequate  answers,  many  candidates  provided  outstanding  answers  that 
were  even  more  detailed  than  necessary. 

Q.  10  Most  candidates  seemed  not  to  have  read  the  question  and  thus  failed  to  provide  what  the  question  asked 
for:  audit  steps  dealing  with  an  evaluation  of  compliance  in  the  sales  department.  In  many  cases, 
candidates  wrote  about  effectiveness,  efficiency,  etc.,  obviously  missing  the  point  that  this  is  a 
compliance  audit.  Very  few  candidates  gave  audit  steps  (=  procedures)  but  wrote  out  long  sets  of 
questions  like  “Are  policies  complied  with?”  Some  candidates  gave  answers  in  a  form  such  as:  “See  if 
salesmen’s  expenses  are  documented.”  But  how  is  this  done?  For  some  reason,  many  candidates 
interpreted  “sales  department”  as  including  all  functions  of  a  marketing  department  and  dwelt  at  length 
on  advertising,  premium  distribution,  budgeting,  etc. 

The  two  major  problems  were: 

a)  Failure  to  stick  to  the  specific  terms  in  the  question,  i.e.,  steps,  compliance,  sales. 

b)  An  apparent,  fairly  general,  failure  to  understand  what  is  meant  by  audit  steps. 

This  question,  much  like  question  1,  might  be  competently  answered  by  an  Auditing  417  student.  It 
requires  the  extension  of  Auditing  417  compliance  concepts  into  an  operating  department,  in  this  case 
sales. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
AUDITING  567  EXAMINATION 
DECEMBER,  1980 
SUGGESTED  SOLUTIONS 


MARKS 


TIME:  3  HOURS 


14 


Q.l  Source:  Text,  Chapter  1,  Section  5  -  4,  pp.  15-16. 

(U/2)  Public  accountants  are  expected  to  conduct  their  examinations  in  accordance  with 
( 1 )  Generally  Accepted  Auditing  Standards  (GAAS)  as  developed  by  the  professional  societies 

(1)  (e.g.,  CICA  and  AICPA),  and  to  follow  recommended  auditing  procedures  issued  by  those 
(U/2)  societies  along  with  legislated  requirements  such  as  those  promulgated  by  the  SEC  and 

similar  regulatory  bodies. 

Internal  auditors  should  be  expected  to  apply: 

(2)  —  The  overall  standards  of  GAAS.  These  are  so  general  and  basic  as  to  apply  to  literally 

any  audit  for  any  purpose. 

(2)  —  Standards  developed  and  published  by  the  Institute  of  Internal  Auditors  (II A). 

(1)  —  Standards,  enlarging  upon  the  foregoing,  which  may  be  developed  by  the  organization 

for  the  guidance  of  its  own  audit  department. 

(2)  In  the  overall  view,  the  public  accountant  is  required  to  conduct  his  audit  in  accordance  with 

(1)  GAAS  which  carries  considerable  ‘clout’  since  persons  outside  of  his  company  or  client 

(1)  may  take  him  to  task  for  negligence.  This  auditor  is  expected  to  select  audit  procedures  that 

(1)  will  assure  that  he  is  complying  with  GAAS.  By  contrast,  while  the  internal  auditor  is 

( 1)  expected  to  apply  GAAS  and  the  II A  Standards,  he  does  not  as  yet,  face  the  same  degree  of 

(1)  possible  reprisal  from  outside  his  company  if  he  fails  to  live  up  to  these  standards.  Indeed, 

he  and  his  company  may  well  set  some  of  their  own  auditing  standards.  The  absence  of 
reporting  to  external  parties  means  that  the  matter  of  standards  is  a  much  looser  affair. 
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Q.2  Source:  Text,  pp.  140-142. 
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Any  five  of  the  following  for  2  marks  each. 

Reperformance:  Concurrence  of  reperformance  by  the  auditor  provides  evidence  that 
the  control  did  result  in  avoidance  or  detection  of  errors. 

Observation  of  auditee's  actions:  Provides  evidence  that  people  are  actually  performing 
the  routines  called  for  by  the  internal  control  systems  or  that  essential  security 
precautions  are  being  observed,  such  as  restricted  access  to  stock  areas. 

—  Internal  documents  and  records:  Provide  evidence  in  support  of  the  test  of  transactions 
which  are  subjected  to  the  internal  controls. 

—  Physical  evidence:  Provides  conclusive  proof  that  something  exists;  for  example,  when 

an  auditor  personally  inspects  inventory  in  a  warehouse. 

—  Statements  and  representations  made  by  employees:  Provide  evidence  in  the  form  of 
assertions  by  employees  which  may,  of  course,  be  biased. 

—  Statements  and  representations  made  by  third  parties:  Provide  evidence  in  the  form  of 
assurance  from  persons  outside  the  auditee  organization  as  to  the  bona  fides  of 
recorded  transactions,  such  as  statements  certifying  to  the  existence  of  inventory  in  a 
warehouse  or  an  account  confirmation  received  direct  from  a  bank  or  customer. 

—  External  documents  received  direct  from  third  parties:  Provides  evidence  concerning 
transactions  with  third  parties  that  cannot  have  been  tampered  with  by  the  auditee; 
such  as  cancelled  cheques  received  by  the  auditor  direct  from  the  bank. 

—  External  documents  received  by  the  auditee:  Provide  evidence  concerning  transactions 
with  third  parties  but,  since  they  have  passed  through  the  hand  of  the  auditee  first,  they 
may  have  been  altered. 

Q.3  Source:  Test,  p.  89. 

Steps  to  accomplish  an 
objective  by  means  of 

a  system  Function  of  management 


(2) 

1.  Design  the  system 

Plan  &  Organize 

(2) 

2.  Operate  the  system 

Staff  &  Directive 

(2) 

3.  Check  that  the  system 

Control 

is  achieving  the  stated 

objective. 
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8  Q.4 

Source:  Text,  Chapter  9,  p.  161. 

(2) 

It  is  necessary  to  re-evaluate  the  internal  controls  because  of  the  possibility  that 
unauthorized  changes  may  have  been  made  or  that  the  system  is  not  being  observed. 

The  issues  are: 

(3) 

—  Knowing  that  their  work  will  be  examined  is  an  incentive  for  employees  to  keep  up  the 

(3) 

required  standard  of  work  and  to  comply  with  the  system. 

—  Over  a  period  of  time,  unauthorized  short-cuts  and  other  deviations  tend  to  creep  in. 
The  operators  of  the  system  may  fall  into  slipshod  practices  and  ignore  key  aspects 
of  the  system. 

(2) 

The  requirement  to  re-evaluate  the  system  stems  from  the  internal  auditor’s  usual  terms  of 
reference  from  management  to  audit  compliance  with  established  procedures  and  to  ensure 
that  managers  are  continuing  to  use  the  control  systems. 

8  Q.5 

Source:  Text,  Chapter  9,  Section  3.4,  pp.  169-170,  Lesson  4  Notes,  Section  4.5. 

(2) 

—  Flowcharts  are  particularly  useful  for  depicting  the  sequence  of  steps  and  flow  of 

(1) 

(1) 

(2) 

paper  work  in  a  system. 

—  These  are  usually  easier  to  follow  than  a  mere  narrative  description. 

—  Therefore,  their  greatest  value  is  in  obtaining  a  description  of  the  system. 

—  A  flowchart  does  not,  in  itself,  provide  an  indication  as  to  whether  the  system  is  good 
or  bad. 

(2) 

—  The  auditor  must  study  the  flowchart  and  decide  for  himself  whether  there  are 
weaknesses  or  not. 

(2) 

—  The  flowchart  may  make  this  task  easier  (by  its  graphic  portrayal)  but  it  does  not 
provide  the  auditor  with  any  criteria  for  evaluating  the  system. 

5  Q.6 

Source:  Lesson  10  Notes,  Appendix  5. 

(2) 

(2) 

(2) 

(2) 

—  Goals  and  objectives  of  the  auditee  entity. 

—  An  indication  of  general  level  of  accomplishment  (i.e.,  performance). 

—  An  indication  of  external  influences  that  have  a  bearing  on  performance  as  goals. 

—  An  indication  of  major,  known  problems  that  have  been  encountered  and  that  are 
unresolved. 

8  Q.7 

Source:  Text,  pp.  390-392,  405. 

(3) 

—  The  schedule  must  be  prepared  by  a  person  who  is  independent  of  computer  operators, 
and  the  schedule  reviewed  and  approved  by  the  manager  of  the  data  centre.  This  is  to 
ensure  that  only  authorized  jobs  are  listed  on  the  schedule. 

(3) 

—  A  computer-produced  log  is  required,  i.e.,  one  that  operators  cannot  tamper  with. 
This  assures  that  the  log  lists  ALL  the  jobs  run  on  the  computer. 

(3) 

—  A  person  independent  of  the  computer  operators  compares  the  log  to  the  schedule  to 
identify  any  jobs  run  that  were  not  authorized.  These  should  be  brought  to  the 
attention  of  the  manager  of  the  data  centre. 
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4  Q.8 

(4) 

(4) 

(4) 

20  Q.9 

(4) 


(4) 
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Source:  Article  The  Manipulation  Problem”  in  Appendix  to  Lesson  3, 

A  number  of  points  would  be  acceptable  in  this  general  question.  Four  marks  for  any  one  of 

the  following: 

Managers  must  be  wary  of  shallowness  in  applying  human  relations  techniques.  For 
instance,  to  take  an  interest  in  employees’  or  to  ‘listen  to  employees’  can  easily  result 
in  the  manager  being  branded  as  a  ‘phony’,  because  when  an  employee  talks  to  a 
supervisor  about  a  problem,  he  wants  some  action.  Frequently,  the  supervisor  is 
unable  to  take  ‘action’  due  to  company  policy.  (There  are  other  acceptable  examples  in 
the  article.) 

—  A  ‘human  relations  approach’  to  management  usually  implies  participative 
management.  Attempts  at  worker  ‘participation’  frequently  rebound  because 
participation  tends  to  lead  to  more  participation.  Management  may  have  had  in  mind 
‘participation’  in  relatively  low-level  decisions  while  the  employees  want  to  get 
involved  in  matters  of  more  significance  to  them. 

—  Whyte  concludes  his  article  by  emphasizing  the  point  that  effecting  basic  changes  in 
worker-management  human  relations  will  not  be  achieved  by  merely  adding  a 
technique  or  two  to  a  manager’s  repertoire.  He  will  have  to  introduce  significant 
changes  in  managerial  decision  making  and  the  structure  of  the  organization. 

Source:  Lesson  Notes:  Lesson  6,  Lesson  10;  Text,  Chapter  16. 

Many  examples  could  be  offered.  The  following  are  typical: 

(a)  Verification 

—  Auditor  might  seek  to  verify  the  existence  of  the  accounts  receivable  in  the  amount 
shown  in  the  general  ledger  and/or  various  reports.  He  could  use  several  means 
(check  trial  balances  to  supporting  detail;  verify  make-up  of  individual  account 
balances;  trace  charges  to  the  accounts  to  sales  invoices;  seek  proof  of  delivery;  etc.). 
But  the  most  effective  audit  steps  in  most  cases  would  be  the  auditor’s  independent 
confirmation  of  account  balances  on  a  test  basis. 

OR 

—  Auditor  might  seek  to  verify  the  information  being  produced  by  the  function  as  a 
whole  (and  within  the  function)  regarding  the  state  of  delinquency,  general  aging  of 
accounts  and  so  on  —  information  on  which  decisions  regarding  credit  and 
collection  policies  will  be  made. 

(b)  Compliance 

—  Auditor  might  evaluate  compliance  with  credit  policies.  He  might  test  check  the 
approval  of  sales  orders  to  see  that  the  decision  rules  are  being  followed. 

OR 

—  He  might  test  check  the  follow-ups  of  delinquent  accounts  to  see  that  collection 
letters  are  being  issued  in  accordance  with  established  policies  and  procedures. 
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(4)  (c)  Economy 

—  In  evaluating  the  operation  of  this  function,  the  auditor  might  evaluate  the  extent  to 
which  the  manager  of  the  function  acquired  resources  at  the  lowest  practical  cost. 
The  auditor  might  examine  the  acquisition  of  systems  and  equipment  to  see  whether 
these  were  purchased  economically  (e.g.  used  competitive  quotes). 

OR 

—  The  function  might  ensure  that  the  salaries  paid  to  members  of  the  department  were 
commensurate  with  their  duties  to  see  that  it  permitted  the  lowest  practical 
personnel  costs. 

(4)  (d)  Efficiency 

—  Here  the  auditor  would  evaluate  the  ratio  of  output  to  input  to  see  whether  the  work 
accomplished  in  the  department  (e.g.,  number  of  different  types  of  transactions 
processed)  was  in  line  with  the  resources  used  (people,  facilities).  The  auditor  would 
seek  comparisons  to  provide  a  standard  and/or  try  to  determine  some  objectively 
set  standard  of  performance  for  individual  positions  e.g.,  agreement  with  auditee  on 
how  many  orders  an  audit  clerk  should  be  able  to  process  in  a  day. 

(4)  (e)  Effectiveness 

—  The  auditor  would  likely  evaluate  the  extent  to  which  the  audit  policies  stimulated 
sales  (if  that  is  the  current  objective).  He  would  compare  current  sales  with  the 
reference  period  to  see  what  effect  the  credit  policies  have  had  on  sales. 

OR 

— The  auditor  might  evaluate  the  extent  to  which  the  credit  and  collection  policies 
reduced  working  capital  tied  up  in  accounts  receivable.  He  would  prepare  analyses 
to  show  the  trend. 
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Source:  Lesson  9  Notes,  Section  5.3. 


Q.  10 

(3)  - 

(3) 


(3)  - 

(3) 

(3)  - 

(3) 

(3)  - 

(3) 


(l‘/2)  • 

(l‘/2)  • 

(l>/2)  • 

(l‘/2)  • 

(l>/2)  • 

(l'/2)  • 

(l‘/2)  • 


Determine  the  established  policies  and  procedures  which  salesmen  and  sales 
department  clerks  are  required  to  follow  in  preparing  sales  orders.  Select 
representative  samples  of  completed  documents  and  evaluate  compliance  with  the 
prescribed  handling.  It  might  be  appropriate  to  audit  some  current  transactions  as 
they  are  being  processed. 

Determine  the  policies  for  extending  various  price  ‘levels’  to  different  categories  of 
customer  (e.g.,  wholesalers,  retailers)  and  policies  regarding  volume  discounts.  Select 
a  representative  sample  of  sales  invoices  and  by  reperformance  evaluate  compliance 
with  these  pricing  policies. 

Determine  the  policies  for  extending  credit  terms  into  ‘long-dating’  to  stimulate  sales 
in  slow  months.  Conduct  audit  test  similar  to  above. 

Determine  the  policies  and  procedures  governing  travel  and  entertaining  expenses  of 
salespersons.  Select  a  representative  sample  of  expense  accounts  and  check  for 
supporting  vouchers,  mathematical  accuracy,  compliance  with  travel  and  entertaining 
policies  (such  as  ceilings  on  expense  levels  without  prior  approval), explanations  for 
purpose  of  trip,  who  was  entertained,  etc. 

There  are  other  lesser  policies  and  procedures  that  might  be  checked  for  compliance, 
such  as: 

submission  of  salesmen’s  ‘call  reports.’ 

information  to  be  obtained  on  new  customers. 

frequency  of  calling  on  customers  on  each  ‘route’  of  a  territory. 

required  periodic  evaluation  of  customers. 

requirements  regarding  supervisors  to  visit  customers  of  the  territories  of  individual 
salespersons. 

requirements  regarding  the  collection  of  accounts  (if  that  is  expected  of  a  salesperson.) 
conditions  (delinquency)  under  which  no  further  credit  orders  may  be  taken. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

MANAGERIAL  AUDITING  567  EXAMINATION 
MARCH,  1981 


MARKS 
15  Q.l 

10  Q.2 

10  Q.3 


8  Q.4 

8  Q.5 

5  Q.6 

5  Q.7 

20  Q.8 


12  Q.9 

7  Q.10 


TIME:  3  HOURS 

Identify  and  briefly  describe  5  of  the  8  general  conditions  that  must  be  met  for  the  effective 
employment  of  an  auditor.  (For  example,  one  of  these  requirements  is  competence  on  the 
part  of  the  auditor.) 

Discuss  in  some  detail  the  following  aspect  of  evidence  in  the  context  of  internal 
management  auditing:  What  are  the  factors  that  must  be  considered  in  determining  how 
much  evidence  an  auditor  must  gather  in  any  particular  situation? 

This  diagram  portrays  certain  aspects  of  general  system  theory.  Copy  the  diagram,  label  it 
and  briefly  explain  each  of  the  numbered  items/ points,  e.g.,  with  what  do  points  (l)and(5) 
connect? 


Identify  and  explain  three  distinctly  different  objectives  of  “auditing”  in  the  public  sector; 
comment  on  each  one  in  terms  of  the  auditing  concepts  inherent  in  each  one. 

Explain  the  difference  between  preventive  and  detective  controls.  Provide  examples. 

How  can  a  knowledge  of  management  principles  in  the  field  of  organization  be  useful  in  the 
collection  and  evaluation  of  survey  data  at  the  beginning  of  an  audit? 

Briefly,  what  are  the  responsibilities  of  an  internal  auditor  for  adequate  internal  controls  of 
a  new  EDP-based  application  system? 

Explain  how  a  typical  post-implementation  evaluation  of  a  capital  asset  project  constitutes  a 
review  of  the  project  for  the  following  audit  objectives. 

(a)  Verification 

(b)  Compliance 

(c)  Efficiency 

(d)  Effectiveness 

Include  in  your  answer  the  basic  audit  operations  each  audit  objective  would  entail. 

The  manager  of  inventories  (raw  materials,  finished  goods  and  maintenance  stores)  often 
finds  himself  caught  in  a  conflict  between  the  viewpoints  of  finance,  sales,  production  and 
maintenance.  Discuss  this  conflict. 

AMIS  serves  as  the  “detector”  and  possibly  the  “comparator”  in  an  overall  control  system 
by  providing  performance  data  and  relating  them  to  pre-determined  standards.  Describe  the 
features  of  an  MIS  that  an  auditor  should  evaluate. 


100 


END  OF  EXAMINATION 
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Specific 

Q.l 

Q.2 

Q.3 

Q.4 

Q.5 

Q.6 

Q.7 

Q.8 


AUDITING  567  EXAMINATION 
MARCH,  1981 
EXAMINER’S  COMMENTS 


On  the  whole,  this  question  was  quite  well  done.  Those  that  had  trouble  usually  got  stuck  on  one 
point  giving  synonyms  for  it  over  and  over  again,  e.g.,  competence,  skill,  professional  ability. 
Almost  all  candidates  got  the  points  for  independence  and  competence. 

This  question  was  poorly  answered.  Very  few  candidates  discussed  relevancy  of  transactions  or  the 
possibilities  for  fraud  and  error.  Many  discussed  goals,  purposes  of  the  audit,  etc.  and  GAAP. 

The  question  asked  candidates  to  label  the  diagram  but  a  large  number  of  candidates  neglected  to 
do  this.  Furthermore,  the  points  were  to  be  briefly  explained;  however,  a  large  portion  of 
candidates  used  the  following  type  of  ‘explanation’;  “The  processor  processes  the  data.”  This  type 
of  ‘explanation’  explains  nothing. 

The  most  common  error  was  to  confuse  auditing  in  the  public  sector  with  public  auditing.  Many 
focussed  on  the  ‘extended  scope’  by  identifying  economy,  efficiency  and  effectiveness  as 
fundamental  objectives.  However,  the  pre-audit  and  certification  aspects  were  frequently  omitted 
altogether. 

This  question  was  usually  well  answered  until  candidates  came  to  providing  examples.  Practically 
every  candidate  was  able  to  explain  preventive  and  detective  controls  but  the  examples  cited  were 
often  poor,  if  even  given  at  all. 

Most  candidates  answered  as  if  the  words  ‘in  the  field  of  organization’  were  omitted  from  the 
question.  Others  ignored  the  phrase  ‘in  the  collection  and  evaluation  of  survey  data.’  Far  too  high 
a  portion  of  the  candidates  tend  to  answer  their  own  questions  instead  of  those  set  by  the  examiner. 

This  question  was  fairly  well  answered.  Most  candidates  felt  the  auditor  should  participate  in 
system  design  and  dwelt  at  great  length  on  this  in  some  cases.  Most  recognized  that  the  auditor 
should  examine  final  system  but  relatively  few  mentioned  testing  with  test  data. 

There  were  quite  a  number  of  excellent  and  thorough  answers. 

(a)  This  part  should  have  been  a  ‘snap’.  Instead,  quite  a  number  of  candidates  never  even  mentioned 
the  basic  requirement  to  conduct  an  attest-type  of  audit  examination  to  verify  the  correctness  of 
the  recorded  transactions  concerning  the  asset.  Most  candidates  offered  the  second  and  fourth 
items  in  the  suggested  solution;  not  very  many  brought  out  the  third  item.  Fewer  candidates 
thought  of  one  of  the  more  important  considerations:  the  first  item. 

(b)  This  tended  to  be  better  handled  than  Part  (a).  A  low  mark  usually  resulted  from  merely 
mentioning  one  or  two  policies  that  should  be  followed  up  by  the  auditor,  such  as  obtaining 
competitive  bids.  Candidates  frequently  pointed  out  policies  that  ought  to  be  observed  but  did  not 
indicate  how  the  auditor  would  determine  that,  in  fact,  these  policies  were  observed. 

(c)  While  this  question  could  be  answered  from  two  different  perspectives,  it  is  rather  obvious  that  the 
principal  concept  is  the  maximization  of  output  —  in  the  form  of  a  completed  project  —  for  the 
input  —  in  the  form  of  resources  used  in  the  project.  This  part  was  not  answered  as  well  as  it  might 
have  been  because  some  candidates  tried  to  deal  with  the  topic  from  both  perspectives.  They  would 
start  out  on  one  track  and  switch  to  the  other  in  mid-stream.  It  was  not  clear  whether  they  knew 
that  the  audit  procedures  did  not  support  the  concept  as  originally  stated  in  the  answer. 

(d)  This  was  generally  well  handled,  but  some  candidates  did  not  state  exactly  what  auditing 
procedures  would  be  necessary. 
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Q.9 


Q.  10 


567M81 


(a)  Very  few  candidates  mentioned  that  the  finance  manager’s  objective  of  reducing  inventories  could 
jeopardize  sales  and  service. 

(b)  Very  few  mentioned  the  high  cost  of  maintaining  large  inventories.  The  conflict  was  usually  well 
discussed  with  the  exception  of  the  above. 

Most  candidates  got  marks  for  the  second  and  third  items  along  with  the  idea  that  the  system 
should  be  cost-efficient.  The  matter  of  the  choice  of  control  object  was  not  well  answered  and  some 
candidates  seem  to  confuse  this  with  establishment  of  standards.  Candidates  tended  to  describe 
the  elements  of  a  MIS  without  bringing  in  the  aspect  of  auditor  interest.  Many  candidates  wrote 
very  long,  rambling  answers  that  were  difficult  to  follow,  poorly  written  and  contained  material 
not  required. 
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Q.l  Source:  Text,  Chapter  1,  Section  2.2,  pp.  5-6 

(3)  Independence  and  objectivity  on  the  part  of  the  auditor 

An  auditor  must  be  free  of  any  bias  in  connection  with  the  entity  he  is  auditing.  Professional 
rules  of  conduct  and  legislation  in  some  jurisdictions  require  the  auditor  of  a  corporation  to 
be  ‘independent’  of  that  organization.  All  auditors,  regardless  of  the  purpose  of  their 
auditing,  must  be  impartial  and  disinterested  in  the  verdict  rendered  by  the  evidence  they  are 
examining  and  must  express  their  conclusions  honestly  and  impartially.  This  is  the  concept 
of  ‘objectivity.’ 

(3)  The  application  of  due  care  by  the  auditor 

This  simply  means  that  an  auditor  is  expected  to  perform  his  work  carefully;  to  really  apply 
the  competence  that  he  is  expected  to  possess.  Failure  to  perform  the  audit  of  the  client  with 
‘due  care’  may  render  a  professional  auditor  liable  for  an  action  of  negligence  by 
shareholders  and  other  users  of  his  audit  report.  Negligence  means  ‘the  want  of  proper  care 
or  attention.’ 

(3)  Auditable  information 

Information  (or  an  ‘information  set’)  is  considered  auditable  if  competent  individuals 
examining  it  independently  of  one  another  would  each  develop  essentially  similar 
conclusions,  that  is,  provide  similar  assurance  to  the  information  user. 

(3)  Measurement  standards  for  the  auditee 

These  enable  the  auditor  to  determine  whether  the  information  contains  the  desired 
properties  of  usefulness. 

(3)  Reporting  standards  for  the  auditee 

These  enable  the  auditor  to  determine  whether  the  information  is  effectively  communicated 
to  the  users. 

(3)  Effective  auditing  methods 

This  embraces  auditing  standards  and  appropriate  procedures  to  plan,  control  and  carry  out 
an  audit.  The  auditor  must  provide  assurance  to  the  information  user  that  recognized  and 
accepted  auditing  standards  have  been  applied:  that  is,  he  is  expected  to  apply  such 
procedures  as  will  assure  compliance  with  the  accepted  auditing  standards  under  the 
circumstances  of  each  audit. 

(3)  The  cost  of  the  audit  should  be  less  than  the  benefits  resulting  from  it 

This  is  sometimes  difficult  to  assess  since  the  benefits  of  audits  have  not  generally  been  fully 
identified  or  quantified.  (For  example,  it  is  difficult  to  imagine  securities  markets  such  as 
exist  in  the  United  States,  Canada  and  many  other  countries  without  attest  audits  to  add 
credibility  to  published  financial  statements.)  Many  corporate  internal  auditors  make  a 
practice  of  reporting  the  operational  savings  that  have  resulted  from  their  audit  findings. 
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Source:  Text,  Chapter  7,  Section  1.2,  pp.  134-5. 


Q.2 

(3)  Except  in  unusual  circumstances,  such  as  fraud  investigation,  an  auditor  will  examine  only 
some  of  the  relevant  transactions.  He  will  base  his  conclusions  on  an  examination  of  only 
some  of  the  available  evidence. 

(2)  Since  the  auditor  examines  only  some  of  the  evidence,  there  is  a  risk  that  he  may  fail  to  detect 
a  fraud  or  error  and  may,  therefore,  come  to  a  faulty  conclusion.  In  determining  how  much 

(4)  evidence  to  examine,  the  auditor  would  also  take  into  consideration  the  inherent 
possibilities  for  fraud  and  error  to  take  place.  For  example,  there  is  generally  a  much  greater 
likelihood  of  cash  receipts  and  disbursements  being  purloined  than,  say,  major  pieces  of 
equipment  or  a  building.  However,  the  construction  of  a  building  presents  many 
opportunities  for  fraud  and  error. 

(4)  It  follows  that  the  auditor  must  exercise  great  care  in  selecting  the  transactions  that  he  will 
select  and  examine  as  evidence.  Two  factors  must  be  considered:  the  extent  to  which  the 
selected  transactions  (evidence)  are  representative  of  the  whole,  and  the  degree  of 
confidence  with  which  the  conclusions  drawn  from  the  evidence  examined  may  be  projected 
to  the  whole  population. 


10 


Q.3  Source:  Lesson  3  Notes,  Sections  1.5,  1.6,  and  2. 
(3)  (Vi)  mark  for  each  correctly  labelled  item 


1  2  3  4  5 


Items: 

(l1/*)  1  —The  output  of  one  system  is  frequently  the  input  to  another  system.  We  see  this  in 

sequential  factory  operations. 

(I1/))  2  — These  inputs  may  be  raw  materials,  labour,  energy,  technology,  etc. 

(l'/2>  3  — This  is  a  transformation  process  which  transforms  the  raw  materials  into  an  output 

using  the  other  inputs  in  the  process. 

( 1  Zi)  4  —  This  may  be  a  finished  product  for  sale  or  the  input  to  another  system  containing  a 
transformation  process. 

( 1  '/2>  5  —  Output  invariably  goes  to  another  system  which  may  be  within  the  enterprise  (e.g.,  a 

warehousing  or  shipping  system)  or  outside  the  enterprise  (a  customer’s  receiving 
system). 

( 1  '/2)  6  —  A  portion  of  output  (usually  information)  is  fed  back  to  the  input  to  provide  control 

over  the  operation  of  the  system.  (The  control  information  may  act  on  the  processor 
directly.) 
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Q.4  Source:  Lesson  10  Notes,  Appendix  1. 


(1) 

(1) 

(1) 

(1) 

(l'/2) 


Pre-audit  in  which  auditor  reviews  payments  before  they  are  actually  made  to  see 
that  they  are  properly  substantiated  and  authorized.  The  auditor  is  primarily 
concerned  with  the  legality  of  the  expenditures,  e.g.,  bear  required  approval,  funds 
available  from  the  designated  appropriations,  etc.  This  is  really  an  internal  control 
function  and  not  auditing.  There  is  an  element  of  “compliance  ”  auditing  in  it. 


(Max.  3  marks) 

( 1 )  •  The  auditor  renders  a  report  (“opinion”  or  “certification”)  on  the  financial  statements 

(1)  of  the  Government.  The  auditor  is  usually  expected  to  “certify”  that  expenditures  have 

(1)  been  charged  against  the  designated  appropriations  and  to  report  on  over-spent 

(1)  appropriations,  uncontrolled  revenue,  etc.  The  auditor’s  role  is  somewhat  similar  to 

( 1 )  that  of  the  external  auditor  of  a  corporation  in  the  private  sector.  There  are  elements  of 

“verification”  and  “compliance”  auditing  in  it. 

(Max.  3  marks) 

(1)  •  “Extended  scope,”  “comprehensive”  or  “value-for-money”  auditing  in  which  the 

(1)  auditor  assesses  and  reports  on  procedures  for  planning,  measuring  and  controlling 

(1)  activities  in  the  interests  of  economy,  efficiency  and  program  effectiveness.  An  audit 

( 1 )  for  economy  would  seek  evidence  that  resources  have  been  acquired  at  lowest  practical 

(1)  cost.  An  audit  for  efficiency  would  seek  evidence  that  systems  outputs  are  maximized 

(1)  in  relation  to  inputs.  An  audit  for  effectiveness  would  seek  evidence  that  the  program 

was  successful  in  achieving  the  objectives  for  which  it  was  established. 

(Max.  3  marks) 


Q.5  Source:  Lesson  4  Notes,  Section  2.2. 

(4)  As  the  term  implies  preventive  controls  seek  to  prevent  error  and  fraud  from  even  happening 
as  in  these  examples  of  accounting  controls: 

•  A  second  clerk  checks  sales  invoice  extensions  made  by  the  first  clerk.  Thus,  the 
‘system’  —  comprising  of  procedures  carried  out  by  both  clerks  —  should  reasonably 
ensure  that  mistakes  are  not  made  in  these  extensions,  or  extended  amounts 
deliberately  under-stated  to  favour  a  friend  or  accomplice. 

•  Two  persons  are  required  to  sign  cheques.  This  ensures  that  a  minimum  of  two  persons 
will  have  knowledge  of  every  disbursement  transaction  and  thereby  minimizes  the 
possibility  of  mistake  or  fraud  in  these  payments. 

(4)  By  contrast,  detective  controls  seek  to  intercept  erroneous  or  fraudulent  transactions  that 
managed  to  elude  the  preventive  controls  as  in  these  examples: 

•  A  clerk  in  the  finance  department,  who  is  not  otherwise  involved  with  the  approval, 
preparation,  issuance  and  signing  of  accounts  payable  cheques,  performs  a  continuous 
spot  check  of  payments  by  tracing  selected  cheques  back  to  supporting  documents. 
This  provides  a  continuous  testing  of  the  operation  of  the  internal  controls  over  cheque 
disbursements. 

•  Pre-numbered,  multi-copy  sales  invoices  provide  copies  for  shipping  and  billing. 
Billing  copies  are  held  in  a  temporary  file  until  evidence  of  shipment  is  received  in  the 
sales  department;  then  the  transaction  is  recorded  as  a  sale  and  charged  to  the 
customer’s  accounts  receivable.  Upon  completion  of  this  last  step,  the  sequence  of 
invoice  numbers  is  accounted  for  to  detect  any  shipments  that  were  not  billed.  This 
control  also  illustrates  the  somewhat  gray  area  between  controls  that  are  clearly 
‘preventive’  or  ‘detective’  because  you  could  argue  that  a  complete  check  of  this  nature 
was  part  of  the  overall  system  designed  to  prevent  a  shipment  going  out  that  wasn’t 
subsequently  billed. 
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Q.6  Source:  Lesson  10  Notes,  Appendix  5. 

(2)  Evaluate  the  usefulness  of  existing  organization  charts. 

(2)  Evaluate  the  organization  structure  in  relation  to  its  mission. 

(2)  Evaluate  the  deliniation  of  individual  responsibilities  and  those  of  various  groups  and  the 

associated  delegation  of  authority. 

Q.7  Source:  Text,  pp.  215,  223.  Lesson  5  Notes. 

The  internal  auditor  should  participate  in  the  system  design  stage  to  see  that  the  application 
does  incorporate  an  adequate  overall  control  structure.  He  will  follow  this  up  by  examining 
the  final  system  and  testing  it  in  operation  with  specially  developed  test  data. 

Q.8  Source:  Lesson  8  Notes,  Section  5. 


(5)  (a)  Verification 

( 1  Vi)  Verify  the  information  reports  on  details  of  the  final,  completed  project  cost. 

( 1  Vi)  Test  check  the  charges  accumulated  in  the  account(s)  for  the  project  to  see  that  they  are 

authentic,  properly  authorized,  and  correctly  recorded. 

(IVi)  Satisfy  yourself  that  the  reported  project  costs  included  ALL  the  pertinent  costs,  i.e., 

that  none  have  been  ‘buried'  somewhere  to  keep  the  costs  within  the  budget. 

(I'/i)  Under  some  circumstances,  a  physical  verification  (by  observation  of  the  completed 

project)  might  be  desirable. 

(5)  (b)  Compliance 

( 1 Z2)  Evaluate  compliance  with  various  parameters  and  policies  established  for  the  project, 

( IV2 )  i.e.,  the  nature  and  extent  of  the  project;  authorized  cost  limits  for  various  sections  of 

the  project;  time  for  completion;  procedures  for  tendering  and  letting  contracts;  etc. 

( 1 Z2)  Examine  documentary  evidence  to  support  or  indicate  what  was  done  or  accomplished 

( 1  Zi)  in  these  several  categories  and  compare  with  the  objectives,  policies  and  procedures 

that  applied  to  the  project. 
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(5) 


(2) 

(2) 

(2) 


(2) 

(2) 

(2) 


(5) 


(2) 


(1) 

(1) 

(1*4) 

0*4) 

12  Q.9 

(4) 


(4) 

(4) 
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(c)  Efficiency 

This  could  be  approached  from  the  efficiency  with  which  the  project  was  handled. 

In  this  context,  efficiency’  would  contemplate  the  efficient  (i.e.,  low  cost)  use  and 
consumption  of  resources  in  completing  the  project. 

Examine  various  cost  components  to  see  whether  -  even  if  not  more  than  ‘budget’  - 
minimal  resources  were  used  in  each  part  of  the  project.  The  project  as  planned  may 
have  entailed  wasteful  procedures  which  would  thus  condone  actual  waste  on  the  job. 

OR 

This  could  also  be  approached  from  the  efficiency  of  the  new  facility  provided  by  the 
project. 

In  this  context,  ‘efficiency’  would  mean  the  cost-benefit  structure  of  the  completed 
facility. 

Compare  the  incremental  costs/benefits  in  operations  following  implementation  of 
the  new  facility  (provided  by  the  project)  with  the  expected  cost/benefit  structure 
spelled  out  in  the  project  proposal. 

(d)  Effectiveness 

This  could  be  approached  from  the  effectiveness  of  the  new  facility  in  achieving  the 
projected  benefits  which  comprise  the  basis  for  authorizing  the  project.  This  is 
basically  the  same  evaluation  as  the  immediately  preceding  one.  However,  this  could 
most  appropriately  be  approached  from  the  effectiveness  of  the  overall  process  of 
selecting,  approving,  implementation  and  operation  of  the  new  facility  to  see  whether 
all  of  this  has  resulted  in  effective  deployment  of  funds  and  control  over  the  use  of 
funds  approved  for  the  project. 

The  auditor  would  calculate  the  actual  rate-of-return  on  the  investment  (however 
that  is  expressed)  and  compare  with  what  was  estimated  in  the  project  proposal.  He 
would  analyze  any  significant  difference  for  the  cause.  This  might  disclose 
weaknesses  anywhere  along  the  line.  The  auditor  would  look  at  other  factors  such  as 
the  ultimate  timing  of  the  completion  of  the  project  to  see  whether  the  new  facility 
went  ‘on  stream’  soon  enough  to  reap  the  proposed  benefits,  such  as  capture  a  market. 
(This  evaluation  would  be  very  broad  and  many  audit  inquiries  might  be  suggested.) 

Source:  Text,  Chapter  17,  Sections  4,  5,  12,  10.5;  Lesson  7  Notes,  Section  17. 

The  financial  manager’s  prime  concern  with  inventory  is  the  amount  of  working  capital  tied 
up  in  an  non-earning  asset.  In  doing  so,  he  may  forget  that  minimal  inventory  is  not 
necessarily  the  best  objective  in  the  overall  company  view.  Excessively  low  inventories  may 
jeopardize  sales,  service,  or  raise  manufacturing  costs  out  of  proportion  to  the  saving  in 
capital. 

The  sales  manager  desires  inventories  of  such  size  as  to  maximize  customer  service.  In  doing 
so  he  may  overlook  the  high  cost  (in  terms  of  inventory  investment,  carrying  costs, 
increasing  obsolescence  and  spoilage)  of  providing  the  ultimate  in  customer  service. 

Production  and  maintenance  managers  think  in  terms  of  minimizing  manufacturing  costs 
through  long  production  runs  which  result  in  large  inventories  —  not  necessarily  balanced 
to  suit  the  sales  manager’s  desires.  They  also  like  to  see  well  stocked  inventories  of  supplies 
and  spares  so  as  to  minimize  the  possibility  of  down  time  due  to  lack  of  parts  or  repair 
materials. 
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Q.10  Source:  Text,  pp.  170-175. 

(2)  Effectiveness  of  the  choice  of  control  object. 

(2)  Overall  accuracy  and  precision  of  the  system. 

(2)  Speed  and  timeliness  of  the  system,  i.e.,  whether  the  data  are  collected,  compiled  and 
reported  promptly  and  whether  the  reports  are  produced  at  sufficiently  frequent  intervals 
with  minimal  time  lapse  between  end  of  the  reporting  period  and  the  issuance  of  reports. 

(2)  Its  effectiveness  (a  design  feature)  in  pinpointing  meaningful  comparisons  between 
performance  —  standard,  i.e.,  its  effectiveness  as  a  ‘comparator’. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
MANAGERIAL  AUDITING  567  EXAMINATION 
JUNE  1981 


MARKS 

5  Q.l 

10  Q.2 

6  Q.3 

16  Q.4 

13  Q.5 

(5) 

(5) 

(3) 

5  Q.6 


20  Q.7 

15  Q.8 


TIME:  3  HOURS 

What  is  the  principal  “output”  from  a  preliminary  survey  at  the  beginning  of  an 
audit,  according  to  Hefferon  and  as  recently  developed  by  the  U.S.  Government  Accounting 
Office? 

Identify  and  explain  the  relationships  between  three  pairs  of  interrelated  management 
functions  (other  than  the  following  illustration)  and  explain  the  “auditor  interest”  in  these 
relationships.  For  example,  as  to  the  relationship  between  planning  and  organizing,  the 
goals  set  in  the  planning  stage  indicate  the  requirements  that  the  organization  structure  will 
have  to  satisfy.  The  auditor  would  evaluate  the  extent  to  which  the  resulting  organization 
structure  does  in  fact,  appear  to  support  organizational  goals. 

Identify  and  briefly  discuss  two  or  three  significant  behavioral  problems  with  which  an 
internal  management  auditor  is  concerned. 

Discuss  in  some  detail  any  four  of  the  six  basic  attributes  of  evidence  in  the  context  of 
internal  management  auditing. 


(a)  Explain  and  give  the  objective  of  the  internal  control  review  technique  of  a  “walk¬ 
through.”  Illustrate  your  answer  with  an  example. 

(b)  Why  does  an  internal  management  auditor  generally  undertake  sampling  that  is  more 
extensive  than  that  provided  by  a  “walk-through?” 

(c)  If  a  management  auditor  is  primarily  concerned  with  “service  to  management,”  why 
would  he/she  take  the  time  to  evaluate  accounting-based  internal  controls? 

In  the  private  sector,  most  decisions  can  be  reduced  to  their  effect  on  net  profit.  Experience 
in  the  State  of  Israel  in  auditing  the  decision-making  process  in  government-owned 
enterprises  shows  that  the  evaluation  of  the  effectiveness  of  these  enterprises  introduces 
additional  considerations  beyond  the  private  sector’s  main  criterion  of  effect  on  net  profit. 
Discuss  how  the  auditor’s  evaluation  would  change  when  doing  an  audit  of  these 
government-owned  enterprises. 

Set  out  five  policies/ procedures  areas  in  a  typical  purchasing  department  and  give  the  basic 
audit  steps  necessary  to  carry  out  a  compliance  audit. 

You  are  about  to  conduct  an  audit  of  the  handling  of  cash  and  banking  operations.  Set  out 
four  typical  internal  control  measures  you  would  expect  to  find  applied  to  these  operations 
and  provide  the  basic  audit  procedures  for  evaluating  compliance  with  each  internal  control 
measure. 
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10  Q.9  Explain  why  each  of  the  following  questions  from  an  internal  control  review  questionnaire 

of  the  EDP  function  should  have  a  “yes”  answer  for  good  control. 

(a)  Are  systems  and  programming  personnel  restricted  from  access  to  tapes,  disks  and 
program  decks  used  in  operational  applications? 

(b)  Are  initiating  departments  required  to  establish  independent  control  over  data 
submitted  for  processing  by  means  of  batch  controls,  document  counts,  etc.? 

(c)  Is  there  a  computer-produced  log  of  all  work  processed  showing  halts,  messages  to  the 
operator,  actual  switch  settings,  etc.? 

(d)  Are  all  changes  to  master  files  communicated  back  to  the  department? 

(e)  Do  programs  write  a  record  of  each  programmed  halt  and  operator  intervention? 


100 


END  OF  EXAMINATION 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


AUDITING  567  EXAMINATION 
JUNE,  1981 

EXAMINER’S  COMMENTS 


General 

Candidates  should  spend  more  time  in  determining  the  requirements  of  each  question  and  answer  the  questions  in 

more  detail.  Many  candidates  did  not  exhibit  sufficient  mastery  of  the  various  concepts. 

Specific 

Q.  1  This  question  was  answered  poorly  for  two  reasons.  The  first  is  that  students  did  not  answer  the  question 

asked.  The  question  specifically  requested  “output”  —  most  students  described  what  a  preliminary 
survey  was.  The  second  is  that  quite  a  few  students  were  not  at  all  familiar  with  the  article. 

Q.2  This  question  was  quite  well  answered. 

Q.3  Answers  to  this  question  were  too  superficial.  Again,  students  did  not  answer  the  question  asked.  A  lot 

of  answers  were  devoted  to  how  the  internal  management  auditor  could  overcome  the  problems  rather 
than  stating  what  the  problems  were. 

Q.4  While  the  majority  of  candidates  were  able  to  identify  the  attributes  of  evidence  few  answered  the 

question  in  the  depth  that  was  required.  Not  enough  points  were  discussed  in  the  answers.  The  question 
required  a  discussion  —  not  merely  on  identification. 

Q.5  This  question  was  answered  poorly  because  students  did  not  know  what  a  “walk-through”  was  .  A 

number  of  students  did  not  see  that  the  first  part  of  the  question  required  an  example. 

Q.6  As  in  question  1,  most  students  indicated  that  they  were  not  at  all  familiar  with  the  article. 

Q.7  This  question  was  very  well  answered. 

Q.8  While  this  question  was  quite  well  answered,  a  number  of  students  used  the  same  point  on  more  than  one 

occasion  —  e.g.,  avoidance  of  incompatible  functions,  handling  cash,  banking,  accounts  receivable  and 
accounts  payable  is  one  point  and  not  four  different  ones. 

Q.9  This  question  was  quite  straightforward  and  was  very  well  answered. 
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SUGGESTED  SOLUTIONS 

MARKS 

TIME:  3  HOURS 

5  Q.l 

Source:  Lesson  10  Notes,  Appendix  5. 

(2) 

Several  items  are  listed  under  the  heading  of  “survey  memorandum,”  but  the  key  “output” 
would  be  an  hypothesis  (or  hypotheses)  as  to  the  problems  or  situations  (unknown  to  the 
auditee)  that  need  to  be  examined  with  a  view  to  supporting  or  refuting  the  hypothesis. 

(2) 

These  are  the  “ideas”  about  the  underlying  problems  or  causes  for  the  observed  effects  that 
the  auditor  senses  from  his  preliminary  survey. 

(2) 

A  major  item  is,  of  course,  an  indication  of  where  more  evidence  is  required  to  clarify  the 
issue. 

10  Q.2 

Source:  Text,  pp.  89,  91. 

(4) 

Organizing:  Staffing 

The  organizing  step  spells  out  the  various  positions  needed,  and  the  requirements  that  must 
be  met  when  staffing  those  positions.  Staffing  undertakes  to  fill  those  positions  only  and  in 
accordance  with  the  job  specifications.  The  auditor  would  ensure  that  all  positions 
currently  filled  had  been  authorized  and  the  relative  job  descriptions  approved  in 
accordance  with  company  policy. 

(4) 

Staffing:  Directing 

The  results  of  “staffing”  is  a  work-force  ready  to  be  instructed  and  motivated.  These  factors 
dictate,  in  part,  the  nature  of  the  directing  activity  that  will  be  required  (in  the  form  of 
written/oral  instructions)  and  the  form  of  motivation -leadership  appropriate  for  those 
persons.  The  auditor  would  evaluate  the  effectiveness  of  the  motivators  chosen  for  the 
particular  circumstances. 

(4) 

Directing:  Controlling 

The  directing  function  is  directly  linked  to  the  production/output.  This  is  when  the  workers 
produce.  Controlling  measures  what  is  produced  and  compares  it  with  the  standards  set  in 
planning.  The  auditor  would  ensure  that  suitable  and  effective  control  systems  had  been  set 
up  to  compare  output  with  standards.  The  point  in  this  link  is  that  controls  must  monitor 
compliance  with  the  instructions  provided  in  directing.  Candidates  could  provide  a  further 
item  -  Planning:  Controlling.  The  relationship  there  is  that  planning  provides  the  standards 
against  which  performance  is  measured. 
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Q.3  Source:  Lesson  1  Notes,  Appendix  2. 

A  brief  discussion  on  any  of  the  following  up  to  the  maximum  marks. 

Significant  behavioral  problems  with  which  an  internal  management  auditor  is  concerned 
are: 

(1)  A  highly  emotional,  defensive  atmosphere  exists  whenever  one  party  is  reviewing  the  work 
of  another. 

(1)  —  This  reflects  the  concern  of  the  auditee  about  his  future. 

(1)  —  When  people  are  in  a  defensive  mood,  they  become  less  amenable  to  suggestions  and 

recommendations  from  the  auditor. 

( 1 )  There  is  the  usual  staff-line  conflict  in  which  the  line  people  tend  to  resist  changes  proposed 
by  the  staff. 

(1)  —  The  auditor  is  usually  viewed  by  auditees  as  being  an  ‘outsider’  who  is  not  familiar  with 

the  operation  being  audited. 

(1)  —  Because  of  this,  interpersonal  tension  and  behavioural  problems  arise. 

(1)  There  is  a  tendency,  because  of  their  education,  training  and  specialization,  for  auditors  to 
appear  arrogant  and  demanding  and  fail  to  recognize  the  complex  behavioral  problems  in 
an  operation. 

(1)  —  The  auditor  is  viewed  as  a  person  without  feelings  or  emotions. 

(1)  —  Auditees  also  think  that  auditors  are  sent  in  to  spy  on  them  and  regard  the  auditors  as 

nit-pickers. 
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Q.4  Source:  Text,  Chapter  7,  Section  4,  pp.  136-7. 


(2) 

(2) 


(2) 

(2) 

(2) 


(2) 

(2) 

(2) 

(2) 


(2) 

(2) 

(2) 

(2) 


Relevance  ,  ... 

_  Relevant  evidence  supports  the  auditor’s  evaluation  of  the  auditee  s  assertions  he  is 

currently  reporting  on. 

_  The  auditor  should  avoid  wasting  time  collecting  evidence  which  is  not  related  to  the 

objective  of  his  audit  and  that  would  only  serve  to  clutter  up  an  audit  report  and 
confuse  the  reader. 

Reliability 

_  This  can  be  considered  a  synonym  for  “competent.”  To  be  admissable,  evidence  must 

have  some  degree  of  trustworthiness. 

—  The  auditor  should  avoid  wasting  time  gathering  and  evaluating  evidence  of  doubtful 
reliability  and,  instead,  seek  out  more  reliable  evidence  related  to  the  same  matter. 

—  Three  different  sources  of  evidence  comprise: 

—  direct  personal  knowledge  of  the  auditor. 

—  external  evidence  (i.e.,  obtained  from  third  parties  or  sources  outside  the  auditee 
organization). 

—  internal  evidence  (i.e.,  obtained  from  within  the  auditee  organization). 

The  degree  of  reliability  decreases  as  we  go  from  the  first  to  the  last  items  on  the  list. 
Sufficiency 

—  The  auditor  should  collect  and  evaluate  enough  acceptable  pieces  of  evidence  so  that 
collectively,  the  evidence  will  be  sufficiently  persuasive  as  to  permit  the  auditor  to 
draw  valid  conclusions  on  the  auditee’s  assertions. 

—  Evidence  is  considered  to  be  sufficient  if  a  “prudent,  informed  person  would  reach  the 
same  conclusion  as  the  auditor.” 

—  Judgement  is  required  because  the  auditor  may  encounter  conflicting  evidence.  He 
will  then  have  to  decide  what  position  is  supported  by  the  weight  of  evidence. 

—  Normally,  each  additional  piece  of  evidence  increases  the  joint  persuasiveness  of  all 
the  evidence  examined.  The  auditor  must  therefore  decide  when  the  collective  evidence 
has  reached  the  degree  of  persuasiveness  necessary  to  permit  drawing  a  conclusion 
within  reasonable  limits  of  probability  and  risk. 

Objectivity  and  Freedom  from  Bias 

—  Evidence  must  be  free  from  any  influence  that  may  tend  to  unfairly  support  one 
decision  or  another  to  the  exclusion  of  evidence  that  would  support  a  contrary 
alternative. 

—  Bias  in  evidential  matter  is  generally  a  function  of  the  source  of  the  evidence  but  bias 
can  also  be  a  result  of  the  auditor’s  choice  of  items  for  audit  attention. 

Economy 

—  The  cost  of  gathering  and  evaluating  evidence  must  result  in  a  measurable  and 
economically  justifiable  increase  in  audit  assurance. 

—  Naturally,  an  auditor  is  expected  to  obtain  and  evaluate  the  necessary  evidence  in  the 
most  cost-efficient  way. 

continued. . . . 
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Timeliness 

(2)  —  To  be  of  value  to  the  information  receiver,  an  audit  report  is  usually  required  within 

some  specified  time-frame.  In  addition  to  a  decision  as  to  the  frequency  and  timing  of 

an  audit,  the  length  of  time  to  carry  out  the  audit,  should  be  reasonable. 

(2)  —  The  auditor  must  remember  that  urgently  needed  corrective  action  that  might  arise 

out  of  the  audit  findings,  cannot  be  considered  until  the  necessary  evidence  has  been 

collected  and  evaluated,  and  a  conclusion  drawn  from  it. 

Q.5 

(a)  Source:  Text,  Chapter  9,  Section  2.4,  pp.  164-5. 

(3)  In  a  walk-through,  the  auditor  traces  a  transaction  or  set  of  transactions  from  beginning  to 
end.  Sometimes  the  technique  is  applied  to  a  transaction  that  has  been  already  recorded.  It  is 
however,  more  common  to  trace  a  current  transaction  through  the  system.  The  objective  of 
the  ‘walk-through’  is  to  verify  that  the  system  is  operating  as  has  been  described  to  the 
auditors. 

(2)  Appropriate  examples  might  include  one  of  the  following  from  cash  receipts  handling: 

—  Observe  clerks  handling  cash  and  remittance  advices.  See  that  a  restrictive 
endorsement  is  being  stamped  on  each  cheque. 

—  See  that  the  cash  is  sent  to  the  cashier  while  the  remittance  advices  (with  one  copy 
of  a  listing)  go  to  the  accounts  receivable  section. 

—  Observe  the  cashier(s)  preparing  the  deposit  slips.  See  that  access  to  this  area  is 
restricted.  Make  sure  that  all  of  the  day’s  receipts  are  deposited  intact  with  no 
substitutions.  See  that  the  total  of  the  deposit  is  agreed  with  the  receipt  listing. 

—  Accompany  the  cashier  to  the  bank  to  assure  that  no  substitutions  are  made  en 
route. 

—  See  that  the  detail  and  total  of  the  deposit  slip  matches  the  receipt  listing 
processed  in  the  accounts  receivable  section  and  as  posted  or  summarized  by  the 
separate  general  ledger  section. 

(b)  Source:  Text,  Chapter  9,  Section  2.4,  p.  165. 

(214)  —  Most  audit  objectives  require  more  than  just  verification  of  the  existence  of  the 

expected  system  (as  provided  by  a  “walk-through”);  they  look  for  assessment  of 
the  degree  of  compliance  with  the  established  system. 

(214)  —  This  calls  for  detailed  checks  of  a  sufficient  number  of  transactions  drawn  from 

the  whole  population  as  will  provide  a  clear  indication  of  the  extent  of  compliance 
with  the  system. 

Additional  points: 

(1)  _  The  auditor  would  apply  the  principles  of  sampling  (statistical  or  otherwise). 

(1)  _  He  will  also  be  concerned  with  performance  standards,  i.e.,  the  error  rate  that 

management  considers  acceptable. 

continued.  . . . 
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(c)  Source:  Text,  Chapter  9,  Section  2.1,  p.  163. 


Many,  if  not  most,  accounting-based  internal  controls  provide  the  needed  controls 
over  processing  and  recording  of  financial  information  and  over  custodianship  and 
accountability;  all  of  these  are  management  concerns.  These  are  “sub-sets”  of 
managment  control. 

5  Q.6  Source:  Lesson  10  Notes,  Appendix  4. 

(3)  When  the  government  has  decided  to  provide  a  particular  business  enterprise,  the  basis  for 
the  decision  may  be  to  stimulate  a  particular  industry,  to  make  the  country  self-sufficient,  to 
stimulate  the  economy  in  a  particular  area,  or  to  provide  many  other  social  benefits. 

(4)  Thus,  many  factors  have  to  be  taken  into  consideration  and  the  auditor’s  task  is  to  ensure 
that  decisions  have  been  viewed  from  all  angles,  that  all  relevant  information  was  taken  into 
consideration  when  making  the  decision,  etc.  The  auditor  would  make  sure  that  all  possible 
alternatives  and  ways  of  achieving  the  same  target  were  considered,  and  that  the  decision 
itself  was  made  at  the  right  level. 


20 


Q.7  Source:  Lesson  7  Notes,  Section  8.  Text  pp.  333-4. 

(2)  —  Determine  the  policies  and  procedures  regarding  the  obtaining  of  competitive  quotes. 

(3)  —  Select  representative  samples  of  completed  transactions  covering  the  work  of  all 

buyers.  See  that  each  transaction  is  supported  by  signed  quotations  or  adequate  notes 
of  phoned  quotations,  in  accordance  with  the  established  policy  and  procedure. 

(2)  —  Determine  the  policies  and  procedures  regarding  the  size  of  order  that  each  buyer  may 

place. 

(2)  —  Scan  a  substantial  number  of  purchase  orders  placed  by  each  buyer  seeking 

transactions  that  exceed  his/her  authority. 

(2)  —  Determine  the  procedures  governing  submission  and  approval  of  purchase  requests  to 

purchasing  department.  Scan  a  substantial  number  of  purchase  orders  prepared  from 
purchase  requisitions  orginating  from  as  many  sources  as  practicable. 

(3)  —  Check  for  compliance  with  procedures  regarding  information  to  be  supplied  and  for 

authorized  approval  signature  in  the  source  department. 

(2)  —  Determine  the  policy  regarding  approval  of  accounts  payable  invoices  where  prices, 

terms,  quantities  differ  from  purchase  order  specifications.  This  will  likely  be  handled 
during  an  audit  of  accounts  payable. 

(3)  —  When  invoices  are  checked  against  purchase  orders,  note  that  the  handling  of  any  of 

these  deviations  is  in  accordance  with  the  policy. 

(2)  —  Determine  the  policy  regarding  consolidation  of  orders  for  the  same  items  from 

several  company  units. 

(3)  —  Ascertain  the  major  items  in  this  category  and  locate  invoices  covering  purchases  by 

each  division.  Assemble  the  evidence  and  see  whether  it  indicates  if  the  policy  is  being 
observed. 

continued. . . . 
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(2)  —  Determine  the  policy  regarding  the  time  within  which  the  purchasing  department  is 

expected  to  process  a  transaction. 

(3)  —  Scan  a  reasonable  number  of  completed  transactions  noting  the  elapsed  time  between 

date  of  request  and  date  of  issuance  of  purchase  order.  List  those  over  the  maximum 
allowed  time  and  investigate  the  reason. 

—  Other  acceptable  points  set  out  similarly  to  the  above. 

15  Q.8  Source:  Lesson  6  Notes,  Sections  3  and  4. 


(2) 

(2) 


(2) 

(2) 

(2) 

(2) 


(2) 

(2) 


(2) 

(2) 


•  Custodianship  of  cash  funds: 

—  Determine  the  policies  regarding  access  to  cash  funds,  i.e.,  restricted  to  the  custodian. 

—  By  enquiry  and  observation,  see  that  these  policies  are  being  complied  with. 

•  Avoidance  of  incompatable  functions: 

—  Determine  how  the  duties  related  to  handling  cash,  banking,  accounts  receivable  and 
accounts  payable,  have  been  assigned  —  under  instructions  from  the  controller  (or 
equivalent  person)  —  to  various  persons  to  avoid  “incompatible  functions.” 

—  By  enquiry  and  observation,  see  that  the  work  has,  in  fact,  been  so  allocated. 

•  Maintenance  of  segregation  of  duties  at  all  times: 

—  Determine  the  practices  regarding  assigning  “relief’  personnel  and  evaluate  whether 
the  required  internal  controls,  through  segregation  of  duties,  have  been  maintained. 

—  By  enquiry  and  observation,  ascertain  what  “relief’  arrangements  are  actually  being 
made  and  how  they  affect  the  internal  control. 

•  Periodic  supervisory  cash  counts: 

—  Determine  the  policies  regarding  periodic  cash  counts  by  supervisors. 

—  By  enquiry  and  perusal  of  count  sheets  (if  retained),  ascertain  whether  the  funds  are 
being  counted  as  required. 

•  Independence  maintained  in  reconciliation  procedures: 

—  Determine  the  authorized  procedures  for  various  aspects  of  handling  bank 
reconciliations  (including  picking  up  cancelled  cheques  at  the  bank)  and,  in  particular, 
requirements  governing  the  precise  persons  to  be  involved  in  the  various  operations. 

—  By  scrutiny  of  reconciliation  schedules  and  by  enquiry  and  observations,  ascertain  that 
the  work  is  carried  out  as  required  and  by  the  designated  persons. 
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10  Q.9  Source:  Text,  Chapters  12,  25,  and  pp.  403-409. 

(2)  (a)  These  people  understand  the  workings  of  the  systems  and  programs  and  know  how  to 

write  and  change  programs.  Access  to  operational  files  and  programs  would  enable  a 
dishonest  systems  analyst/programmer  to,  manipulate  file  data  for  his  own  benefit 
and/or  to  modify  programs  to,  for  example,  inflate  his  own  salary,  or  divert  sums  to  his 
own  account  or  that  of  an  accomplice,  etc.  It  also  prevents  them  from  accessing  the 
wrong  programs  which  could  result  in  errors  being  made. 

(2)  (b)  These  controls  are  necessary: 

(i)  to  ensure  that  data  are  not  lost  in  transit  from  source  department  to  data  centre, 

(ii)  to  ensure  that  data  centre  employees  do  not  add  or  delete  data. 

This  is  accomplished  by  providing  control  totals,  originated  in  the  source  department, 
to  which  the  computer  runs  must  balance. 


(2)  (c)  This  log  provides  positive  proof  of  exactly  what  processing  was  actually  performed  by 

the  computer.  In  particular,  this  log  shows  action  taken  following  all  halts  and  the 
incidence  and  result  of  abnormal  halts,  jobs  aborted,  etc.  By  showing  the  actual  setting 
of  switches  and  similar  setups,  there  is  a  positive  record  of  these  important,  variable 
operating  instructions. 

(2)  (d)  Master  files  are  maintained  for  the  use  and  benefit  of  the  user.  Therefore,  any  changes 

to  those  files  should  be  printed  out  and  sent  to  the  user  for  comparison  with  his 
independent  record  (control)  of  data  changes  sent  to  EDP  for  processing. 

(2)  (e)  Only  by  these  means  can  it  subsequently  be  established  exactly  what  an  operator  did  in 

response  to  a  programmed  halt.  The  operator  might  easily  take  the  wrong  action,  and 
without  such  a  record  it  would  be  difficult  —  if  not  impossible  —  to  determine  the 
necessary  corrective  action,  or,  for  that  matter,  that  a  processing  error  had  even  been 
made. 


100 


END  OF  SOLUTIONS 
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MANAGERIAL  POLICY  600  EXAMINATION 
DECEMBER  1980 


TIME:  3  HOURS 

Q.  1  Briefly  explain  what  Steiner  meant  by  long  range  planning  in  his  article  “The  Critical  Role  of 
Management  in  Long  Range  Planning.” 

Q.  2  (a)  What  is  the  difference  between  strategy  and  policy? 

(b)  What  is  a  budget  and  how  does  it  relate  to  the  strategy  of  a  company? 

Q.  3  “Control  is  a  central  dimension  of  the  manager’s  job,  and  he  has  a  range  of  strategies  from 
which  to  choose.  The  critically  important  determination  is  for  him  to  choose  the  strategy 
that  is  appropriate  for  his  particular  situation  and  managerial  style.” 

REQUIRED: 

(4)  (a)  What  are  the  control  strategies  available  to  the  manager  and  how  should  they  be 

implemented? 

(8)  (b)  What  are  the  issues  which  the  manager  must  consider  in  choosing  amongst  these 

strategies?  Provide  an  example  of  each. 

Q.  4  The  main  purpose  of  organizing  is  to  create  a  vehicle  for  the  achievement  of  organizational 
goals.  The  actual  structural  form  implemented  should  work  to  enhance  the  possiblity  of  the 
achievement  of  these  goals.  To  date  the  bureaucratic  model  has  been  by  far  the  most  effective 
and  popular  organizational  form.  Recently,  however,  forms  other  than  the  bureaucratic 
have  been  developed  and  promoted. 

REQUIRED: 

What  alternatives  to  the  bureaucratic  form  are  being  referred  to  above  and  what  are  their 
advantages  and  disadvantages? 

Q.  5  In  many  organizations  there  is  a  large  difference  between  how  the  strategy  formulation 
process  is  actually  done  and  how  that  process  should  be  done. 

REQUIRED: 

What  are  the  forces  which  lead  to  this  state  of  affairs  according  to  Paine  and  Naumes? 

Q.  6  Lorsch  and  Lawrence  argue  that  both  a  high  degree  of  departmental  specialization  and  a 
high  degree  of  coordination  are  necessary  for  successful  product  innovation. 

REQUIRED: 

By  what  criteria  is  organizational  specialization  determined? 

Q.  7  It  is  not  business’  responsibility  to  be  socially  responsible.  It  is  business’  responsibility  to 
make  a  profit  within  the  boundaries  of  the  law.  Anything  else  is  irresponsible! 

REQUIRED: 

Write  a  brief  essay  responding  to  this  statement. 
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12  Q.  8 

“A  failure  to  respond  in  some  way  to  changes  taking  place  in  the  environment  can  and 
typically  does  result  in  the  eventual  failure  of  the  institution  no  matter  how  well  it  might 
have  been  operated  internally.”  (McCarthy,  Minichiello  and  Curran.) 

REQUIRED: 

What  are  the  environmental  forces  working  for  change  and  how  do  they  infringe  upon  the 
organization? 

6  Q.  9 

Briefly  define  and  discuss  the  various  ways  in  which  market-share  growth  conditions  affect 
organizational  strategies  according  to  Paine  and  Naumes. 

100 

END  OF  EXAMINATION 
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MANAGERIAL  POLICY  600  EXAMINATION 
DECEMBER,  1980 
EXAMINER’S  COMMENTS 


General 

Students  continue  to  perform  poorly  on  any  question  which  requires  more  than  the  most  simplistic  answer.  Many 
students  apparently  do  not  take  the  time  to  think  about  what  the  question  asks  of  them  before  starting  to  answer. 
Accordingly,  many  of  them  answer  questions  incompletely  or  spend  large  amounts  of  time  providing  material 
which  is  irrelevant  to  the  question. 

Specific 

Q.2  Many  students  do  not  know  the  difference  between  policy  and  strategy. 

Q.3  This  question  was  the  most  poorly  done  with  many  students  simply  not  knowing  the  relevant  material. 

Q.4  This  question  was  well  done. 

Q.9  Students  showed  little  ability  to  relate  the  various  conditions  to  the  actual  strategy  of  the  firm. 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 


MARKS 
II  Q. 


MANAGERIAL  POLICY  600  EXAMINATION 
DECEMBER  1980 
SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 

I  Long  range  planning  generally  refers  to  a  time  dimension.  Steiner  chooses  to  speak  of 
comprehensive,  corporate  or  total  planning  within  which  context  he  describes  planning 
from  four  points  of  view: 

a)  planning  may  be  seen  as  dealing  with  the  futurity  of  present  decisions; 

b)  it  may  be  seen  as  a  process  which  establishes  objectives,  defines  policies,  describes  the 
organization  necessary,  and  assumes  review  and  evaluation; 

c)  it  may  be  described  as  a  philosophy  or  attitude  of  looking  ahead; 

d)  planning  may  be  viewed  in  terms  of  structure  and  long-range  planning  refers  to  the 
development  of  a  comprehensive  and  uniform  pattern  or  programme  of  plans  for  the 
entire  organization  reaching  out  over  a  long  period  of  time. 

This  structure  consists  of: 

a)  strategic  plans  which  are  a  loose  set  of  major  objectives,  strategies  and  policies; 

b)  medium  range  plans  which  are  quite  complete,  covering  from  two  to  seven  years; 

c)  short  term  plans  and  budgets; 

d)  planning  studies  or  projections  of  likely  things  to  come. 

Marking  Key:  1  mark  for  each  of  the  eight  points  and  3  marks  for  general  organization. 
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Q.  2 
(8) 

(3) 

12  Q.  3 

(4) 


(8) 
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(a)  Policy  involves  decision  making  and  activities  which  (a)  have  wide  ramification,  (b)  a 
long  time  perspective,  (c)  use  critical  resources  in  managing  a  changing  environment  so 
as  to  achieve  goals.  Policies  are  broad  guides  to  action.  Strategies  are  specific  major 
actions  or  patterns  for  action  for  attainment  of  objectives.  They  may  be  planned  ahead 
of  time  or  emerge  over  time  from  a  stream  of  ad  hoc  decisions. 

(b)  A  budget  is  a  detailed  financial  statement  of  the  organization’s  strategy.  It  converts 
general  strategy  statements  into  specific  plans  of  action  which  can  be  measured 
through  financial  results. 


(a)  The  strategies  are: 

i)  external  control 

ii)  internal  motivation 

For  the  former,  implementation  should  consist  of: 

a)  establish  goals  and  standards  which  are  relatively  difficult  to  achieve  and  ‘stretch’ 
subordinates; 

b)  construct  performance  measures  so  that  they  are  ‘people  proof’  and  not 
susceptible  to  manipulation; 

c)  rewards  should  be  directly  and  openly  tied  to  performance  to  ensure  that 
subordinates  have  an  incentive  to  work  hard. 

For  the  latter,  implementation  should  consist  of: 

a)  goals  are  set  participatively  so  that  those  who  are  to  achieve  them  are  given  some 
influence  over  them; 

b)  the  measures  are  used  for  problem  identification  and  solution  rather  than  for 
punishment  and  blame; 

c)  rewards  emphasize  accountability  for  the  entire  job  performance  rather  than  one 
or  two  specific  measures. 

(b)  The  issues  to  consider  in  the  choice  process  are: 

a)  the  managerial  style  employed; 

b)  the  climate  structure  and  reward  system  of  the  organization; 

c)  the  accuracy  and  reliability  of  the  measures  of  key  areas  of  subordinate 
performance; 

d)  the  willingness  and  desire  of  subordinates  to  take  responsibility  for  decision 
making  and  performance. 


Page  2  of  5 


497 


15 


Q.  4  (a)  the  behavioural  model: 


i)  Advantages: 


ii)  Disadvantages: 


(b)  the  organic  model: 


—  it  allows  more  scope  for  employee  satisfaction 

—  power  is  diffused 

—  centres  of  decision  making  are  widespread 

—  control  is  less  coercive 

—  it  is  more  flexible  and  adaptable  to  change 

—  structure  is  low  and  thus  relies  on  the  intrinsic  motivation 
of  employees 

—  it  is  inappropriate  to  static  environments  and  respective 
tasks 

—  participative  decision  making  is  more  time  consuming 

—  wide  distribution  of  power  can  place  responsibility  for 
outcomes  in  the  hands  of  poorly  trained  employees 


i)  Advantages: 


—  flexibility  of  structure 

—  ability  to  adapt  to  change 

—  current  problem  focus 

—  informal  relationships  between  employees  emphasized 


ii)  Disadvantages: 

—  potentially  unclear  communication  patterns 

—  too  much  change  for  some  employees 

—  organizational  goals  may  be  unclear 

—  authority  relationships  may  be  unclear  or  change  too 
rapidly  for  some  employees 

—  it  is  not  suitable  for  repetitive  tasks 


(c)  the  contingency  model: 


i)  Advantages: 


ii)  Disadvantages: 


—  the  organization  is  designed  according  to  the  most 
important  variables  at  the  time 

—  it  is  tailored  explicitly  to  organization  goals 

—  it  is  flexible 

—  employees  come  to  accept  organization  change  as 
attendant  with  changes  in  strategy. 

—  it  may  be  costly 

—  employees  may  not  feel  job  security 

—  organizational  change  may  cause  internal  confusion 


Marking  Key: 


1  mark  for  each  model,  maximum  of  2  marks  per  advantage  and 
disadvantage  for  each  model. 
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Q.  5  This  distortion  is  usually  the  result  of  one  or  more  of  the  following  forms  of  covert  political 
behaviour: 


i)  coalition  formation; 

ii)  conflict  over  unshared  goals; 

iii)  bargaining  and  negotiation  to  maintain  a  coalition; 

iv)  conservatism  to  protect  current  power  positions. 

These  types  of  behaviour  all  have  the  effect  of  distorting  information  relevant  to  competing 
alternatives  and  the  choice  process.  Thus,  not  only  is  the  information  concerning  the  various 
possible  alternatives  inaccurate  or  incomplete,  but  the  procedure  for  choosing  amongst 
them  may  be  less  than  rational  due  to  the  use  of  power  by  winning  coalitions. 

8  Q.  6  Organizational  specialization  is  determined  by: 

i)  degree  of  departmental  structure  ranging  from  high  to  low; 

ii)  members’  orientation  toward  time  ranging  from  long  to  short; 

iii)  members’  orientation  toward  others  ranging  from  directive  to  permissive; 

iv)  members’  orientation  to  the  external  environment  of  the  organization  ranging  from 
the  technological  through  suppliers  through  customers  through  production  processes 
to  the  competition. 

15  Q.  7  Response  can  be  agreement  or  disagreement.  Points  for  each  agreement  can  be  found  in 
Davis,  “The  Case  For  and  Against  Business  Assumption  of  Social  Responsibilities.” 

Marking  Key:  6  marks  for  points,  9  marks  for  organization  and  presentation  of  the 
argument. 

12  Q.  8  The  environmental  forces  are: 

(a)  Technological  —  may  obsolete  either  the  product  or  the  production  process. 

(b)  Sociocultural  —  changes  in  norms,  mobility  of  the  population,  the  way  people  spend 
their  time,  and  attitudes  toward  work  are  examples  of  sociocultural  forces  which  may 
change  consumer  and/or  worker  behaviour. 

(c)  Psychological  —  people’s  needs,  attitudes,  perceptions  and  motivations  can  change  for 
a  variety  of  reasons  and  changes  in  these  psychological  constructs  can  produce 
behaviour  changes  which  affect  a  firm’s  market. 

(d)  Legal  —  government  —  changes  in  laws  regulating  business  or  the  practice  of  business 
can  have  wide  implication  for  business.  For  instance,  changes  in  pollution  regulations 
or  labour  legislation. 

(e)  Economic  —  the  ups  and  downs  of  the  business  cycle  significantly  affect  demand  for 
products  and  services.  Changes  in  price  levels  and  foreign  exchange  rates  are 
additional  examples  of  economic  factors  which  can  affect  business. 

(f)  Industry  Structure  and  Practice  —  changes  here  affect  the  competitive  environment  in 
which  the  company  operates. 
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Q.  9  When  market  share  is  low  and  growth  potential  is  high,  strategy  is  shaped  by  the  desire  to 
grow  and  increase  market  share.  Financing  such  growth  is  a  major  strategic  concern  —  how 
to  acquire  the  large  amounts  of  resources  from  external  source  is  the  issue. 

When  market  share  and  growth  potential  are  both  high,  it  may  be  generating  excess 
resources  and  new  investment  opportunities  may  become  a  strategic  consideration.  The 
competition  to  maintain  market  dominance  will  be  intense  so  that  competitive 
considerations  will  occupy  a  considerable  amount  of  time  and  energy  in  strategic 
considerations. 

When  market  share  is  high  and  growth  potential  low,  diversification  is  a  major  strategic 
concern.  Excess  resources  are  being  generated  and  new  investment  opportunities  should  be 
explored.  Strategy  should  be  formulated  so  as  to  avoid  lapsing  into  the  low  market  share  — 
low  growth  situation.  If  such  is  inevitable  divestment  opportunities  should  be  explored.  In 
low  market  share,  low  growth  situations,  strategy  should  focus  on  maintenance  of  position 
or  divestment.  No  new  resources  should  be  committed. 


100 


END  OF  SOLUTIONS 
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CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 

POLICY  600  EXAMINATION 
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TIME:  3  HOURS 
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6 

15 


11 


4 


10 


15 


10 


Q.  1  Why  should  an  organization  bother  to  plan  at  all  when  economic  conditions  are  so  turbulent 
and  situations  change  constantly? 

Q.  2  What  is  meant  by  the  term  “a  coherent  means-end  chain”  and  give  two  examples  of  the 
questions  which  can  be  asked  to  assess  the  coherence  of  the  means-end  chain. 

Q.  3  Authority  and  leadership  patterns  affect  the  ability  of  the  organization  to  react  to  changes  of 
strategy. 

REQUIRED: 

Write  a  brief  essay  explaining  why  this  is  so. 

Q.  4  Control  is  an  essential  feature  of  the  managerial  job.  Two  distinct  types  of  control  are 
available  —  external  control  and  internal  motivation. 

REQUIRED: 

What  are  the  strengths  and  weaknesses  of  each? 

Q.  5  It  is  widely  recognized  that  successful  organizations  manage  to  balance  the  apparently 
contradictory  forces  of  specialization  and  coordination. 

REQUIRED: 

What  mechanisms  have  been  identified  as  useful  in  accomplishing  the  balance? 

Q.  6  Organizations  often  accomplish  strategy  formation  in  ways  other  than  the  ideal  model  of 
strategy  formation.  Such  departures  are  often  the  result  of  political  actions  within  the 
organization. 

REQUIRED: 

Briefly  describe  the  ideal  process  of  strategy  formation  as  identified  by  Paine  and  Naumes. 

Q.  7  “It  is  business’  responsibility  to  be  socially  responsible.  After  all,  it  is  an  important  partner 
in  our  society.” 

REQUIRED: 

Write  a  brief  essay  responding  to  this  statement. 

Q.  8  “One  of  the  tools  top  management  has  to  influence  policy-level  executives’  pursuit  of 
corporate  goals  is  the  incentive  compensation  structure.”  (M.S.  Salter,  “Tailor  Incentive 
Compensation  to  Strategy”.) 

REQUIRED: 

What  aspects  of  corporate  policy  should  be  taken  into  account  in  designing  executive 
compensation  plans  and  what  are  the  elements  available  to  such  compensation  plans? 
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6  Q.  9 

Swieringa  suggests  there  are  four  important  implications  associated  with  collecting  data 
about  managers’  budget  oriented  behaviour. 

REQUIRED: 

Briefly  describe  these  four  implications. 

12  Q.  10 

“A  failure  to  respond  in  some  way  to  changes  taking  place  in  the  environment  can  and 
typically  does  result  in  the  eventual  failure  of  the  institution  no  matter  how  well  it  might 
have  been  operated  internally.”  (McCarthy,  Minichiello  and  Curran.) 

REQUIRED: 

What  are  the  environmental  forces  working  for  change  and  how  do  they  infringe  upon  the 
organization? 

100 

END  OF  EXAMINATION 
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MARKS 
11  Q. 


6  Q. 


15  Q. 


CANADIAN  CERTIFIED  GENERAL  ACCOUNTANTS’  ASSOCIATION 
POLICY  600  EXAMINATION 
MARCH  1981 

SUGGESTED  SOLUTIONS 


TIME:  3  HOURS 

1  The  reason  for  planning  is  to  establish  a  path  for  the  organization  from  where  it  is  at  present 
to  its  goal(s).  It  involves  identifying  where  it  is  now,  its  strengths  and  weaknesses,  the  nature 
of  the  economy  and  opportunities  which  exist,  and  a  plan  for  capitalizing  on  those 
opportunities  within  the  boundaries  of  its  own  strengths  and  weaknesses. 

Whether  circumstances  change  or  remain  constant  should  not  influence  what  the  planning 
organizations  do.  A  plan  is  a  way  for  an  organization  to  attempt  to  dominate  its 
environment  rather  than  simply  react  to  it.  It  is  an  attempt  to  foresee  events.  Plans  are  not 
etched  in  stone  and  when  the  projections  upon  which  they  are  based  do  not  come  to  pass 
then  new  projections  should  be  developed  and  the  plans  modified  accordingly.  In  short, 
irrespective  of  whether  change  is  widespread  or  not  planning  is  the  foundation  of  any 
company’s  actions.  It  is  the  way  in  which  coordination  is  given  reason.  It  is  the  way  in  which 
day  to  day  action  is  related  to  goals. 

2  “Means-end  chain”  refers  to  the  extent  to  which  the  various  policies  and  strategies  of  the 
organization  are  consistent  with  each  other  and  operate  in  concert  to  achieve  the  goals  of  the 
organization.  Examples  of  questions  which  might  be  asked  include: 

a)  Do  review  procedures  generate  useful  data  for  strategy  formulation? 

b)  Are  clusters  of  strategies  designed  in  such  a  way  as  to  facilitate  strategy  and  policy 
fulfillment? 

c)  Is  the  style  of  decision  making  consistent  with  the  style  of  leadership? 

d)  Do  the  reward  and  control  systems  encourage  required  role  performances? 

Marking  Key:  4  marks  for  definition,  2  marks  for  examples. 

3  Changes  in  strategy  generally  require  changes  in  information  flows,  communication 
patterns,  organization  structure,  and  decision  making  style,  location  and  procedures.  The 
ease  with  which  such  changes  can  be  made  depends  in  part  on  organizational  authority  and 
leadership  patterns.  Authority  can  be  thought  of  as  a  continuum  from  Unilateral  (by  decree) 
to  Shared  (by  sharing).  Power  is  shared  more  as  you  move  from  Unilateral  to  Shared.  Such 
authority  patterns  have  their  equivalents  in  leadership  types  which  range  from  Totalitarian 
to  Participative. 

Research  shows  that,  where  a  decision  requires  a  change  in  the  behaviour  of  organization 
members,  this  is  often  facilitated  by  their  participation  in  the  decision  making  process.  In 
this  way  they  come  to  understand  the  reasons  which  create  the  need  for  change  and  the 
change  which  is  required.  By  participating  in  the  decision,  people  feel  greater  responsibility 
for  the  decision  and  thus  are  more  willing  to  undertake  the  changes  necessary  to  ensure  that 
the  decisions  get  implemented. 

Thus,  authority  and  leadership  patterns  which  encourage  participation  of  those  for  whom 
the  change  has  implications  are  more  likely  to  be  successful.  Patterns  which  do  not 
encourage  participation  will  be  less  likely  to  succeed  due  to  normal  resistance  to  imposed  or 
poorly  understood  change. 
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4  Q. 
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4  The  strengths  of  external  control  are: 

i)  subordinates  may  channel  a  great  deal  of  energy  into  measured  areas  and  try  hard  to 
make  the  measures  move, 

ii)  where  the  system  is  tightly  structured,  there  may  be  a  high  degree  of  control  of 
subordinate  behaviour. 

The  weaknesses  of  external  control  are: 

i)  such  a  strategy  may  motivate  employees  to  improve  their  performance  measures  but 
not  create  any  commitment  to  their  doing  a  better  job, 

ii)  it  may  result  in  misdirected  effort  with  subordinates  putting  all  their  energies  into 
behaviour  which  are  measured  while  ignoring  unmeasured  albeit  vital  behaviours, 

iii)  it  may  tend  to  reduce  the  flow  of  valid  information,  particularly  negative  information, 

iv)  it  may  bring  about  excessive  caution  and  the  direction  of  energy  toward  justification  of 
all  actions. 

The  strengths  of  internal  motivation  are: 

i)  there  is  little  incentive  for  subordinates  to  play  games  or  to  behave  dysfunctionally, 

ii)  it  encourages  the  flow  of  valid  information,  particularly  negative  information. 

The  weaknesses  of  internal  motivation  are: 

i)  the  comparatively  loose  nature  of  this  approach  means  that  the  manager  will  have  less 
control  over  the  behaviour  of  his  subordinates, 

ii)  since  information  provided  by  the  control  system  is  for  problem  solving  rather  than 
evaluation  it  becomes  difficult  to  use  it  as  the  basis  for  giving  rewards, 

iii)  some  people  may  not  respond  well  to  the  participative  process  due  to  working  style  or 
personality. 

5  The  mechanisms  found  useful  are: 

i)  coordinating  departments 

ii)  liaison  individuals 

iii)  short  term  project  teams 

iv)  permanent  cross  functional  coordinating  teams 
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10  Q"  6  The  ,deal  Process  consists  of  making  choices  amongst  competing  alternative  strategies  in 
response  to  limited  resources  and  capabilities.  The  choice  should  be  rational  and  should 
include  the  following  steps: 

i)  identification  of  market  niche, 

ii)  matching  internal  strengths  with  external  possibilities, 

iii)  identify  weaknesses  and  avoid  threats, 

iv)  work  within  a  well  defined  organization  structure. 

Q-  7  Response  can  be  agreement  or  disagreement.  Points  for  each  argument  can  be  found  in 
Davis,  The  Case  For  and  Against  Business  Assumption  of  Local  Responsibilities.” 

Marking  Key:  6  marks  for  points,  9  marks  for  organization  and  presentation  of  the 
argument. 

10  Q.  8  The  aspects  of  corporate  policy  are: 


i)  the  short-run  versus  the  long-run, 

ii)  risk  aversion  versus  risk  taking, 

iii)  inter-divisional  relationships, 

iv)  company-divison  relationships. 

The  components  of  incentive  plans  are: 

i)  financial  instruments, 

ii)  performance  measures, 

iii)  degree  of  discretion  in  allocating  rewards, 

iv)  size  and  frequency  of  rewards, 

v)  degree  of  uniformity  of  plans  corporation  wide, 

vi)  nature  of  funding  such  plans. 

6  Q.  9  The  implications  are: 

i)  rather  than  view  budgeting  as  a  formal  procedure  we  should  view  budgeting  as  a 
behavioural  process; 

ii)  the  documents  associated  with  the  budgeting  process  represent  repositories  of  the 
company’s  expectations  of  manager  behaviour; 

iii)  any  manager’s  behaviour  will  also  be  influenced  by  the  expectations  of  and  relations  to 
other  managers  required  by  the  budget; 

iv)  in  order  to  change  any  single  manager’s  budget-oriented  behaviour,  it  may  be 
necessary  to  induce  complementary  changes  in  other  managers  to  whom  he/she  is 
connected. 
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Q.  10  The  environmental  forces  are: 


(a)  Technological  —  may  obsolete  either  the  product  or  the  production  process. 

(b)  Sociocultural  —  changes  in  norms,  mobility  of  the  population,  the  way  people  spend 
their  time,  and  attitudes  toward  work  are  examples  of  sociocultural  forces  which  may 
change  consumer  and/or  worker  behaviour. 

(c)  Psychological  —  people’s  needs,  attitudes,  perceptions,  and  motivations  can  change 
for  a  variety  of  reasons  and  changes  in  these  psychological  constructs  can  produce 
behaviour  changes  which  affect  a  firm’s  market. 

(d)  Legal  —  government  —  changes  in  laws  regulating  business  or  the  practice  of  business 
can  have  wide  implication  for  business.  For  instance,  changes  in  pollution  regulations 
or  labour  legislation. 

(e)  Economic  —  the  ups  and  downs  of  the  business  cycle  significantly  affect  demand  for 
products  and  services.  Changes  in  price  levels  and  foreign  exchange  rates  are 
additional  examples  of  economic  factors  which  can  affect  business. 

(f)  Industry  Structure  and  Practice  —  changes  here  affect  the  competitive  environment  in 
which  the  company  operates. 


100 


END  OF  SOLUTIONS 
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